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REQUIREMENTS FOR FINANCIAL ACCOUNTING 
AND REPORTING PRACTICES FOR OIL AND GAS 
PRODUCING ACTIVITIES 


AGENCY: Securities and Exchange Commission. 
ACTION: Amended rules. 


SUMMARY: The Commission is adopting various 
amendments to its accounting and reporting require- 
ments for oil and gas producers. These amendments: 
(1) increase the conformity of rules relating to the 
successful efforts method of accounting to the pro- 
- visions of Statement No. 19 of the Financial 
Accounting Standards Board; (2) revise certain 
definitions to correspond to those adopted by the 
Department of Energy for its Financial Reporting 
System; (3) provide an exemption from the disclosure 
requirements for diversified companies who meet 
specified criteria; and (4) clarify the application of the 
rules to cost-of-service regulated companies. 


EFFECTIVE DATE: The rules published in this 
release shall be effective initially for fiscal years ending 
after December 25, 1978 that are contained in filings 
that include fiscal years ending after December 25, 
1979. Certain portions are effective for purposes of the 
disclosure requirements of Regulation S-K for filings 
that include fiscal years ending after December 25, 
1978. 


FOR FURTHER INFORMATION CONTACT: James L. 
Russell, Office of the Chief Accountant, Securities and 
Exchange Commission, 500 North Capito! Street, 
Washington, D.C. 20549 (202-755-0222). 


SUPPLEMENTARY INFORMATION: In Accounting 
Series Release No. 253 (“ASR No. 253”),1 published on 
August 31, 1978, the Commission amended Regulation 
S-X, which governs the form and content of financial 
statements, to add new Section 210.3-18, establishing 
accounting and disclosure requirements for oil and gas 
producing companies. These rules apply to filings 
pursuant to the federal securities laws and to reports of 
energy information that are subject to the requirements 
of the Energy Policy and Conservation Act of 1975 
(“EPCA”). ASR No. 253 specified the form of success- 
ful efforts accounting to be used by companies 
following that method (a method identical to that con- 
tained in Statement of Financial Accounting Standards 
No. 19, “Financial Accounting and Reporting by Oil 
and Gas Producing Companies” (“FAS 19”), published 
in December 1977 by the Financial Accounting 
Standards Board). 


in ASR No. 253, the Commission noted that the rules it 





Securities Act Release No. 33-5966 [43 FR 40688}. 
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was adopting were intended to meet certain objectives, 
including the following: (1) conformity of the 
prescribed successful efforts method to the related 
provisions of FAS 19; (2) consistency with the 
Financial Reporting System under development by the 
Department of Energy (“DOE”); and (3) consistency of 
the revised definition of proved oil and gas reserves 
with other published definitions. The Commission 
requested comments as to whether these objectives 
had been met. In response to comments received on 
these aspects of the rules, the Commission has deter- 
mined to make certain technical amendments to the 
adopted rules. 


Further, the Commission has determined it appropriate 
to add certain exemptive provisions to the rules. These 
provisions exempt companies whose oil and gas 
producing activities do not exceed specified criteria 
from the disclosure requirements of § 210.3-18(k) for 
purposes of filings under the federal securities laws. 
This release also clarifies the circumstances under 
which § 210.3-18 may be deemed not to apply to rate- 
regulated companies. 


Since these amendments are intended simply to 
dispense with technical inconsistencies in the adopted 
rules, or to provide limited exemptions from the rules 
under certain circumstances, and in light of the 
extensive public rule-making proceeding which led to 
the adoption of the rules, the Commission has deter- 
mined that noticing these amendments for comment 
would be of little or no value. Therefore, the 
Commission for good cause finds that notice and 
public procedure on these amendments is unneces- 
sary, as provided by § 553(b) of the Administrative Pro- 
cedure Act [5 U.S.C. 553(b)]. 


AMENDMENTS TO THE RULES 
A number of technical amendments to § 210.3-18 are 
being made in response to requests that maximum 
conformity with the descriptive material and inter- 
pretive guidance of FAS 19 be achieved: 


—The definition of “exploratory well” in 
§210.3-18(a)(10) has been revised to include 
the wording used in FAS 19. In additiion, 
definitions have been provided in § 210.3- 
18(a) for ‘acquisitions of properties,” 
“exploration costs,” “development costs,” 
and “production costs.” These definitions 
incorporate into the rules a portion of the 
information that was stated in ASR No. 253 
under “Description of the Rules.” In 
particular, the definitions clarify the 
accounting for the different classifications 
of costs, and discuss the relationship of 
production or lifting costs (as well as 
depreciation, depletion and amortization) to 
the determination of the inventory cost of 
oil and gas. 
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—Subparagraph (b)(5) has been added to 
specify the accounting for reimbursable 
costs of geological and geophysical 
studies, as contained in FAS 19. 


—Subparagraph (e)(3) has been revised to 
(1) adopt the wording of °-FAS 19 with 
respect to aggregation, for purposes of 
computing amortization, of large numbers 
of royalty interests whose acquisition costs 
are not individually significant; (2) include 
restoration costs among the costs to be 
considered in determining amortization and 
depreciation rates; and (3) permit amorti- 
zation of joint oil and gas production to be 
based on the dominant mineral. 


—The phrase ‘“‘as incurred” has been 
removed from the heading of paragraph (f). 
Also, dry hole and bottom hole contri- 
butions have been included among the 
examples of costs to be charged to 
expense. 


—Paragraph (g) has been amended to 
clarify that the accounting standards 
specifically prohibit “the deferral of costs of 
exploratory wells that find some oil and gas 
reserves merely on the chance that some 
event totally beyond the entity’s control will 
occur.” 


—Subparagraph (k)(5)(xii) now states 
specifically that the amount at which a 
receivable related to a retained production 
payment is recorded should include 
consideration of imputed interest. 


—Subparagraph (k)(2) has been modified to 
require disclosure of gross and net 
capitalized costs as of the end of each 
period for which ‘‘a complete set of (annual 
or interim) financial statements is pre- 
sented,” rather than as of the end of each 
period for which a balance sheet is 
presented. This will make it consistent with 
the corresponding requirement of FAS 19. 


—A discussion of initial retroactive appli- 
cation of the rules, similar to that contained 
in FAS 19, has been included in this release 
under “Effective Date.” 


Definition of proved reserves 


ASR No. 253 adopted the definition of proved oil and 
gas reserves that was contained in DOE’s Form EIA-23, 
“Annual Survey of Domestic Oil and Gas Reserves.” A 
number of comment letters pointed out that this 
definition differs somewhat from that contained in 
DOE’s Form EIA-28, “Energy Company Financial 
Reporting System” (“FRS”). Since the FRS is intended 
to collect information pursuant to EPCA for purposes 
of developing a national energy data base, most 
commentators urged that the definition of proved 
reserves adopted by the Commission conform to tha 
contained in FRS. 


Accordingly, the definitions of “proved oil and gas 
reserves,” “proved developed oil and gas reserves,” 
and “proved undeveloped reserves” set forth in § 210.3- 
18(a) of Regulation S-X have been modified to 
correspond to those contained in Form EIA-28. 
Although there does not appear to be any substantive 
difference between the definitions, this conformity 
should eliminate any possible ambiguity concerning 
their use. However, the Commission’s definition of 
proved oil and gas reserves continues to contain a dis- 
cussion of the term “existing economic and operating 
conditions,” to specify that current prices include 
consideration of changes in existing prices provided 
only by contractual arrangements. 


Several commentators requested clarification as to 
whether the “current prices” used in determining 
estimates of proved reserves (and also in computing 
estimated future net revenue pursuant to paragraph 
(k)(5) of § 210.3-18) may incorporate price increases 
allowed by Federal Energy Regulatory Commission 
national and area rate opinions or by the Natural Gas 
Policy Act of 1978, if such price increases have been 
specifically incorporated into gas contracts. The 
Commission believes that consideration of such gas 
price escalations is appropriate only to the extent that 
amounts are fixed and determinabie. Specifically, no 
recognition should be given to potential price 
increases related to uncertain events such as an 
“annual inflation factor.” 


Exemption from disclosure requirements 


A number of comment letters included a request that 
an exemption be provided from the disclosure require- 
ments of § 210.3-18(k) for registrants whose oiland gas 
producing activities are not significant in relation to 
their total operations. The Commission has concluded 
that such an exemption is appropriate and has 
amended § 210.3-18(k) to provide an exemption (for 
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filings under the federal securities laws) from the dis- 
closure requirements of that paragraph for registrants 
whose revenues, income and assets relating to oil and 
gas producing activities are less than 10 percent of the 
corresponding consolidated amounts for each of the 
two most recent fiscal years. For purposes of the asset 
criterion, proved oil and gas properties are to be 
measured on the basis of “the present value of esti- 
mated future net revenues,” rather than historical cost. 
This exemption does not affect the general 
applicability of the financial accounting standards of 
§ 210.3-18. 


Application of rules to regulated companies 


The rules for financial accounting and reporting 
practices of oil and gas producers adopted in ASR No. 
253 did not specifically address the application of 
those requirements to regulated activities. The 
Addendum to APB Opinion No. 2, “Accounting for the 
investment Credit,”2 states that “differences may arise 
in the application of generally accepted accounting 
principles as between regulated and nonregulated 
businesses, because of the effect in regulated 
businesses of the rate-making process,” and discusses 
the application of generally accepted accounting 
principles to regulated businesses. The Commission 
recognizes that the oil and gas producing activities of 
some companies may be subject to regulatory 
requirements for rate-making purposes. Accordingly, 
the introduction to § 210.3-18 has been amended to 
specify that, when oil and gas properties are regulated 
for rate-making purposes on an individual-company- 
cost-of-service basis, companies may give recognition 
to the effect of rate-making considerations on costs to 
be capitalized and on the basis for amortization. How- 
ever, the Commission intends to reassess this matter 
upon completion of the Financial Accounting 
Standards Board’s project involving reconsideration of 
the Addendum to APB Opinion No. 2. 


Indexing 


The indexing within paragraphs (a)(1), (k)(4), and (k)(5) 
has been revised to conform to that contained in the 
Federal Register’s publication of ASR No. 253 [43 FR 
40688]. 


EFFECTIVE DATE 


The rules contained in § 210.3-18 are effective for fiscal 
years ending after December 25, 1978, that are 





2This Opinion was published in December 1962 by the 
Accounting Principles Board, which then existed as 
the standard-setting body of the American Institute of 
Certified Public Accountants. 
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contained in filings that include fiscal years ending 
after December 25, 1979, although earlier applivation is 
encouraged. Certain portions of § 210.3-18 are also 
effective for purposes of the disclosure requirements 
of Regulation S-K for filings that include fiscal years 
ending after December 25, 1978. 


Accounting changes adopted to conform to the pro- 
visions of these rules are to be made retroactively by 
restating the financial statements of prior periods. 
Financial statements for the fiscal year in which these 
rules are first applied should disclose the nature of the 
accounting changes and their effect on income before 
extraordinary items, net income, and related per share 
amounts for each period restated. 


Retroactive application of the provisions of § 210.3-18 
may require the use of estimates and approximations. 
A provision that would not have a significant effect on 
prior years’ financial statements need not be 
retroactively applied. Further, retroactive application of 
some provisions of these rules may require the use of 
estimates of a type not previously made; information 
that may have become available some time after the 
year being restated may be taken into account in 
making those estimates, except that estimates of 
quantities of oil and gas reserves that had been made 
in prior years need not currently be revised in retro- 
spect. 


COMMISSION ACTION: The Commission hereby 
amends 17 CFR Part 210 by revising § 210.3-18. This 
section as amended is set forth below: 


§ 210.3-18 Financial accounting and reporting for oil 
and gas producing activities pursuant to the federal 
securities laws and the Energy Policy and Conservation 
Act of 1975. 


This section prescribes financial 
reporting standards for registrants with the 
Commission engaged in oil and gas _ producing 
activities in filings under the federal securities laws 
and for the preparation of accounts by persons 
engaged, in whole or in part, in the production of crude 
oil or natural gas in the United States, pursuant to 
section 503 of the Energy Policy and Conservation Act 
of 1975 [42 U.S.C. 6383] (“EPCA”) and section 11(c) of 
the Energy Supply and Environmental Coordination Act 
of 1974 [15 U.S.C. 796] (“ESECA”), as amended by 
section 505 of EPCA. The application of this section to 
those oil and gas producing operations of companies 
regulated for rate-making purposes on an individual- 
company-cost-of-service basis may, however, give 
appropriate recognition to differences arising because 
of the effect of the rate-making process. 


accounting and 


Exemption. Any person exempted by the Department 
of Energy from any record-keeping or reporting require- 























ments pursuant to section 11(c) of ESECA, as 
amended, is similarly exempted from the related 
provisions of this section in the preparation of 
accounts pursuant to EPCA. This exemption does not 
affect the applicability of this section to filings pur- 
suant to the federal securities laws. 


DEFINITIONS: 


(a) Definitions. The following definitions apply to 
the terms listed below as they are used in this section: 


(1) Oil and gas producing activities. (i) Such activities 
include: 


(A) The search for crude oil, including condensate 
and natural gas liquids, or natural gas (‘‘oil and gas”) in 
their natural states and original locations. 


(B) The acquisition of property rights or properties 
for the purpose of further exploration and/or for the 
purpose of removing the oil or gas from existing 
reservoirs on those properties. 


(C) The construction, drilling and production 
activities necessary to retrieve oil and gas from its 
natural reservoirs, and the acquisition, construction, 
installation, and maintenance of field gathering and 
storage systems—including lifting the oil and gas to 
the surface and gathering, treating, field processing 
(as in the case of processing gas to extract liquid 
hydrocarbons) and field storage. For purposes of this 
section, the oil and gas production function shall 
normally be regarded as terminating at the outlet valve 
on the lease or field storage tank; if unusual physical or 
operational circumstances exist, it may be appropriate 
to regard the production functions as terminating at 
the first point at which oil, gas, or gas liquids are 
delivered to a main pipeline, a common carrier, a 
refinery, or a marine terminal. 

(ii) Oil and gas producing activities do not include: 
(A) The transporting, refining and marketing of oil 
and gas. 


(B) Activities relating to the production of natural 
resources other than oil and gas. 


(C) The production of geothermal steam or the 
extraction of hydrocarbons as a by-product of the pro- 
duction of geothermal steam or associated geothermal 
resources as defined in the Geothermal Steam Act of 
1970. 


(D) The extraction of hydrocarbons from shale, tar 
sands, or coal. 


(2) Proved oil and gas reserves. Proved oil and gas 


reserves are the estimated quantities of crude oil, 
natural gas, and natural gas liquids wnich geological 
and engineering data demonstrate with reasonable 
certainty to be recoverable in future years from known 
reservoirs under existing economic and operating con- 
ditions, i.e., prices and costs as of the date the 
estimate is made. Prices include consideration of 
changes in existing prices provided only by contractual 
arrangements, but not on escalations based upon 
future conditions. 


(i) Reservoirs are considered proved if economic 
producibility is supported by either actual production 
or conclusive formation test. The area of a reservoir 
considered proved includes (A) that portion delineated 
by drilling and defined by gas-oil and/or oil-water con- 
tacts, if any, and (B) the immediately adjoining 
portions not yet drilled, but which can be reasonably 
judged as economically productive on the basis of 
available geological and engineering data. In the 
absence of information on fluid contacts, the lowest 
known structural occurrence of hydrocarbons controls 
the lower proved limit of the reservoir. 


(ii) Reserves which can be produced economically 
through application of improved recovery techniques 
(such as fluid injection) are included in the “proved” 
classification when successful testing by a pilot 
project, or the operation of an installed program in the 
reservoir, provides support for the engineering analysis 
on which the project or program was based. 


(iii) Estimates of proved reserves do not include the 
following: (A) oil that may become available from 
known reservoirs but is classified separately as “indi- 
cated additional reserves”; (B) crude oil, natural gas, 
and natural gas liquids, the recovery of which is 
subject to reasonable doubt because of uncertainty as 
to geology, reservoir characteristics, or economic 
factors; (C) crude oil, natural gas, and natural gas 
liquids, that may occur in undrilled prospects; and (D) 
crude oil, natural gas, and natural gas liquids, that may 
be recovered from oil shales, coal, gilsonite and other 
such sources. 


(3) Proved developed oil and gas reserves. 


Proved developed oil and gas reserves are reserves that 
can be expected to be recovered through existing wells 
with existing equipment and operating methods. 
Additional oil and gas expected to be obtained 
through the application of fluid injection or other 
improved recovery techniques for supplementing the 
natural forces and mechanisms of primary recovery 
should be included as “proved developed reserves” 
only after testing by a pilot project or after the 
operation of an installed program has confirmed 
through production response that increased recovery 
will be achieved. 
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(4) Proved undeveloped reserves. Proved un- 
developed oil and gas reserves are reserves that are 
expected to be recovered from new wells on undrilled 
acreage, or from existing wells where a relatively major 
expenditure is required for recompletion. Reserves on 
undrilled acreage shall be limited to those drilling units 
offsetting productive units that are reasonably certain 
of production when drilled. Proved reserves for other 
undrilled units can be claimed only where it can be 
demonstrated with certainty that there is continuity of 
production from the existing productive formation. 
Under no circumstances should estimates for proved 
undeveloped reserves be attributable to any acreage for 
which an application of fluid injection or other 
improved recovery technique is contemplated, unless 
such techniques have been proved effective by actual 
tests in the area and in the same reservoir. 


(5) Proved properties. 
reserves. 


Properties with proved 


(6) Unproved properties. 
reserves. 


Properties with no proved 


(7) Proved area. The part of a property to which 
proved reserves have been specifically attributed. 


(8) Field. An area consisting of a single reservoir or 
multiple reservoirs all grouped on or related to the 
same individual geological structural feature and/or 
stratigraphic condition. There may be two or more 
reservoirs in a field that are separated vertically by 
intervening impervious strata, or laterally by local 
geologic barriers, or by both. Reservoirs that are 
associated by being in overlapping or adjacent fields 
may be treated as a single or common operational 
field. The geological terms “structural feature” and 
“stratigraphic condition” are intended to identify 
localized geologica! features as opposed to the broader 
terms of basins, trends, provinces, plays, areas-of- 
interest, etc. 


(9) Reservoir. A porous and permeable underground 
formation containing a natural accumulation of 
producible oil and/or gas that is confined by 
impermeable rock or water barriers and is individual 
and separate from other reservoirs. 


(10) Exploratory well. A well drilled to find and 
produce oil or gas in an unproved area, to find a new 
reservoir in a field previously found to be productive of 
oil or gas in another reservoir, or to extend a known 
reservoir. Generally, an exploratory well is any well that 
is not a development well, a service well, or a strati- 
graphic test well as those items are defined below. 


(11) Development well. A well drilled within the 
proved area of an oil or gas reservoir to the depth of a 
Stratigraphic horizon known to be productive. 
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(12) Service well. A well drilled or completed for the 
purpose of supporting production in an existing field. 
Specific purposes of service wells include gas 
injection, water injection, steam injection, air 
injection, salt-water disposal, water supply for 
injection, observation, or injection for in-situ com- 
bustion. 


(13) Stratigraphic test well. A drilling effort, geo- 
logically directed, to obtain information pertaining to a 
specific geologic condition. Such wells customarily 
are drilled without the intention of being completed for 
hydrocarbon production. This classification also 
includes tests identified as core tests and all types of 
expendable holes related to hydrocarbon exploration. 
Stratigraphic test wells are classified as (i) 
“exploratory-type,” if not drilled in a proved area, or (ii) 
“development-type,” if drilled in a proved area. 


(14) Acquisition of properties. Costs incurred to pur- 
chase, lease or otherwise acquire a property, including 
costs of lease bonuses and options to purchase or 
lease properties, the portion of costs applicable to 
minerals when land including mineral rights is 
purchased in fee, brokers’ fees, recording fees, legal 
costs, and other costs incurred in acquiring properties. 


(15) Exploration costs. Costs incurred in identify- 
ing areas that may warrant examination and in 
examining specific areas that are considered to have 
prospects of containing oil and gas reserves, including 
costs of drilling exploratory wells and exploratory-type 
Stratigraphic test wells. Exploration costs may be 
incurred both before acquiring the related property 
(sometimes referred to in part as prospecting costs) 
and after acquiring the property. Principal types of 
exploration costs, which include depreciation and 
applicable operating costs of support equipment and 
facilities and other costs of exploration activities, are: 


(i) Costs of topographical, geographical and geo- 
physical studies, rights of access to properties to 
conduct those studies, and salaries and other 
expenses of geologists, geophysical crews, and others 
conducting those studies. Collectively, these are 
sometimes referred to as geological and geophysical or 
“G&G” costs. 


(ii) Costs of carrying and retaining undeveloped 
properties, such as delay rentals, ad valorem taxes on 
properties, legal costs for title defense, and the 
maintenance of land and lease records. 


(iii) Dry hole contributions and bottom hole 
contributions. 


(iv) Costs of drilling and equipping exploratory wells. 
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(v) Costs of drilling exploratory-type stratigraphic 
test wells. 


(16) Development costs. Costs incurred to obtain 
access to proved reserves and to provide facilities for 
extracting, treating, gathering and storing the oil and 
gas. More specifically, development costs, including 
depreciation and applicable operating costs of support 
equipment and facilities and other costs of develop- 
ment activities, are costs incurred to: 


(i) Gain access to and prepare well locations for 
drilling, including surveying well locations for the pur- 
pose of determining specific development drilling 
sites, clearing ground, draining, road building, and 
relocating public roads, gas lines, and power lines, to 
the extent necessary in developing the proved reserves. 


(ii) Drill and equip development wells, development- 
type stratigraphic test wells, and service wells, 
including the costs of platforms and of well equipment 
such as casing, tubing, pumping equipment, and the 
wellhead assembly. 


(iii) Acquire, construct, and install production 
facilities such as lease flow lines, separators, treaters, 
heaters, manifolds, measuring devices, and production 
Storage tanks, natural gas cycling and processing 
plants, and central utility and waste disposal systems. 


(iv) Provide improved recovery systems. 


(17) Production costs. (i) Costs incurred to operate 
and maintain wells and related equipment and 
facilities, including depreciation and applicable 
operating costs of support equipment and facilities 
and other costs of operating and maintaining those 
wells and related equipment and facilities. They 
become part of the cost of oil and gas produced. 
Examples of production costs (sometimes called 
lifting costs) are: 


(A) Costs of labor to operate the wells and related 
equipment and facilities. 


(B) Repairs and maintenance. 

(C) Materials, supplies, and fuel consumed and 
supplies utilized in operating the wells and related 
equipment and facilities. 

(D) Property taxes and insurance applicable to proved 
properties and wells and related equipment and 
facilities. 

(E) Severance taxes. 


(ii) Some support equipment or facilities may serve 
two or more oil and gas producing activities and may 


also serve transportation, refining, and marketing 
activities. To the extent that the support equipment 
and facilities are used in oil and gas producing 
activities, their depreciation and applicable operating 
costs become exploration, development or production 
costs, as appropriate. Depreciation, depletion, and 
amortization of capitalized acquisition, exploration, 
and development costs are not production costs but 
also become part of the cost of oil and gas produced 
along with production (lifting) costs identified above. 


SUCCESSFUL EFFORTS METHOD 


(b) Costs to be capitalized if the successful efforts 
method of accounting is followed. The costs of the 
following assets involved in oil and gas producing 
activities are to be capitalized when incurred: 


(1) Mineral interests in properties. Including (i) fee 
ownership or a lease, concession, or other interest 
representing the right to extract oil or gas subject to 
such terms as may be imposed by the conveyance of 
that interest; (ii) royalty interests, production pay- 
ments payable in oil or gas, and other nonoperating 
interests in properties operated by others; and (iii) 
those agreements with foreign governments or 
authorities under which a reporting entity participates 
in the operation of the related properties or otherwise 
serves as “producer” of the underlying reserves (as 
opposed to being an independent purchaser, broker, 
dealer, or importer). Properties do not include other 
supply agreements or contracts that represent the right 
to purchase, rather than extract, oil and gas. 


(2) Wells and related equipment and facilities. 
Including: (i) costs incurred to drill and equip those 
exploratory wells and exploratory-type stratigraphic 
test wells that have found proved reserves and (ii) 
development costs, i.e., costs incurred to obtain 
access to proved reserves and provide facilities for 
extracting, treating, gathering, and storing the oil and 
gas, including the drilling and equipping of develop- 
ment wells and development-type stratigraphic test 
wells (whether those wells are successful or 
unsuccessful) and service wells. 


(3) Support equipment and facilities used in oil and 
gas producing activities. Items such as seismic 
equipment, drilling equipment, construction and 
grading equipment, vehicles, repair shops, ware- 
houses, supply points, camps, and division, district, 
or field offices. 


(4) Uncompleted wells, equipment and facilities. 
Including costs incurred to: (i) drill and equip wells 
that are not yet completed and (ii) acquire or construct 
equipment and facilities that are not yet completed and 
installed. 
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(5) Geological and geophysical studies. G&G 
studies may be conducted on a property owned by 
another person, in exchange for an interest in the 
property if proved reserves are found or to be re- 
imbursed if proved reserves are not found. In such 
cases, the G&G costs shall be accounted for as a 
receivable when incurred and, if proved reserves are 
found, they shall become the cost of the proved 
property acquired. 


(c) Assessment of unproved properties if the 
successful efforts method of accounting is followed. 
Unproved properties shall be assessed periodically to 
determine whether they have been impaired. A property 
would likely be impaired, for example, if a dry hole has 
been drilled on it and the reporting entity has no firm 
plans to continue drilling. Also, the likelihood of 
partial or total impairment of a property increases as 
the expiration of the lease term approaches if drilling 
activity has not commenced on the property or on 
nearby properties. Information that becomes available 
after the end of the period covered by the financial 
statements but before those financial statements are 
issued shall. be taken into account in evaluating 
conditions that existed at the balance sheet date. 


(1) If the results of the assessment indicate impair- 
ment, a loss shall be recognized by providing a valu- 
ation allowance. Impairment of individual unproved 
properties whose acquisition costs are relatively 
significant shall be assessed on a property-by-property 
basis, and an indicated loss shall be recognized by pro- 
viding a valuation allowance. When a reporting entity 
has a relatively large number of unproved properties 
whose acquisition costs are not individually 
significant, it may not be practical to assess impair- 
ment on a property-by-property basis, in which case 
the amount of loss to be recognized and the amount of 
the valuation allowance needed to provide for impair- 
ment of those properties shall be determined by 
amortizing those properties, either in the aggregate or 
by groups, on the basis of the experience of the entity 
in similar situations and other information about 
such factors as the primary lease terms of those 
properties, the average holding period of unproved 
properties, and the relative proportion of such 
properties on which proved reserves have been found in 
the past. 


(2) A property shall be reclassified from unproved 
properties to proved properties when proved reserves 
are discovered on or otherwise attributed to the 
property. Occasionally, a single property such as a 
foreign lease or concession covers so vast an area that 
only the portion of the property to which the proved 
reserves relate—determined on the basis of geological 
structural features or stratigraphic conditions—should 
be reclassified from unproved to proved. For a property 
whose impairment has been assessed individually, the 
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net carrying amount (acquisition cost minus valuation 
allowance) shall be reclassified to proved properties; 
for properties amortized by providing a valuation 
allowance on a group basis, the gross acquisition cost 
shall be reclassified. 


(d) Surrender or abandonment of properties if the 
successful efforts method of accounting is followed. 
When an unproved property is surrendered, 
abandoned, or otherwise deemed worthless, capital- 
ized acquisition costs relating thereto shall be charged 
against the related allowance for impairment to the 
extent an allowance has been provided; if the 
allowance previously provided is inadequate, a loss 
shall be recognized. Normally, no gain or loss shall be 
recognized if only an individual well or individual item 
of equipment is abandoned or retired or if only a single 
lease or other part of a group of proved properties 
constituting the amortization base is abandoned or 
retired as long as the remainder of the property or 
group of properties continues to produce oil or gas. 
Instead, the asset being abandoned or retired shall be 
deemed to be fully amortized, and its costs shall be 
charged to accumulated depreciation, depletion, or 
amortization. When the last well on an_ individual 
property (if that is the amortization base) or group of 
properties (if amortization is determined on the basis 
of an aggregation of properties with a common geo- 
logical structure) ceases to produce and the entire 
property or property group is abandoned, gain or loss 
shall be recognized. Occasionally, the partial abandon- 
ment or retirement of a proved property or group of 
proved properties or the abandonment or retirement of 
wells or related equipment or facilities may result from 
a catastrophic event or other major abnormality. In 
those cases, a loss shall be recognized at the time of 
abandonment or retirement. 


(e) Amortization of capitalized costs if the successful 
effects method of accounting is followed. 


(1) Capitalized acquisition costs of proved properties 
shall be amortized using the unit-of-production 
method on the basis of total estimated units of proved 
oil and gas reserves. 


(2) Capitalized costs of exploratory wells and 
exploratory-type stratigraphic test wells that have 
found proved reserves and capitalized development 
costs shall be amortized (depreciated) using the unit- 
of-production method on the basis of total estimated 
units of proved developed reserves. However, it may be 
more appropriate, in some cases, to depreciate natural 
gas cycling and processing plants by a method other 
than the unit-of-production method. 


(3) Amortization, using the unit-of-production 
method as required by subparagraphs (1) and (2) of this 
paragraph, may be computed either on a property-by- 
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property basis or on the basis of some reasonable 
aggregation of properties with a common geological 
structural feature or stratigraphic condition, such as a 
reservoir or field. When a reporting entity has a 
relatively large number of royalty interests whose 
acquisition costs are not individually significant, they 
may be aggregated, for purpose of computing 
amortization, without regard to commonality of geo- 
logical structural features or stratigraphic conditions; 
if information is not available to estimate reserve 
quantities applicable to royalty interests owned, a 
method other than the unit-of-production method may 
be used to amortize their acquisition costs. If 
significant development costs (such as the cost of an 
off-shore production platform) are incurred in 
connection with a planned group of development wells 
before all of the planned wells have been drilled, it will 
be necessary to exclude a portion of those 
development costs in determining the unit-of- 
production amortization rate until the additional 
development wells are drilled. Similarly, it will be 
necessary to exclude, in computing the amortization 
rate, those proved developed reserves that will be 
produced only after significant additional development 
costs are incurred, such as for improved recovery 
systems. However, in no case should future develop- 
ment costs be anticipated in computing the 
amortization rate. Estimated dismantlement, restora- 
tion, and abandonment costs and estimated residual 
salvage values shall be taken into account in deter- 
mining amortization and depreciation rates. For those 
properties or groups of properties containing both oil 
reserves and gas reserves, the units of oil and gas used 
to compute amortization shall be converted to a 
common unit of measure on the basis of their approxi- 
mate relative energy content (without considering their 
relative sales values). However, if the relative 
proportion of gas and oil extracted in the current period 
is expected to continue throughout the remaining pro- 
ductive life of the property, unit-of-production 
amortization may be computed on the basis of one of 
the two minerals only; similarly, if either oil or gas 
clearly dominates both the reserves and the current 
production (with dominance determined on the basis 
of relative energy content), unit-of-production amorti- 
zation may be computed on the basis of the dominant 
mineral only. Unit-of-production amortization rates 
shall be revised whenever there is an indication of the 
need for revision but at least once a year; those 
revisions shall be accounted for prospectively as 
changes in accounting estimates. 


(f) Costs to be charged to expense if the successful 
efforts method of accounting is followed. Costs 
incurred in oil and gas producing activities other than 
those described in paragraph (b) of this section shall 
be charged to expense. Examples include geological 
and geophysical costs, costs of carrying and retaining 
undeveloped properties, dry hole and bottom hole 


contributions, the costs of drilling those exploratory 
wells and exploratory-type stratigraphic test wells that 
do not find proved reserves (see paragraph (g) of this 
section), and the cost of oil and gas produced. 


(g) Accounting for the costs of exploratory wells and 
exploratory-type stratigraphic test wells if the 
successful efforts method of accounting is followed. 
The costs of drilling exploratory wells and the costs of 
drilling exploratory-type stratigraphic test wells shall 
be capitalized as part of the reporting entity’s 
uncompleted wells, equipment, and facilities pending 
determination of whether the well has found proved 
reserves. If the well has found proved reserves, the 
capitalized costs of drilling the well shall become part 
of the entity’s wells and related equipment and 
facilities (even though the well may not be completed 
as a producing well); if, however, the well has not 
found proved reserves, the capitalized costs of drilling 
the well, net of any salvage value, shall be charged to 
expense. The determination of whether proved reserves 
are found is usually made on or shortly after 
completion of drilling the well, and the capitalized 
costs shall either be charged to expense or be 
reclassified as part of the costs of wells and related 
equipment and facilities at that time. Information that 
becomes available after the end of the period covered 
by the financial statements but before those financial 
statements are issued shall be taken into account in 
evaluating conditions that existed at the balance sheet 
date. Occasionally, an exploratory well or an 
exploratory-type stratigraphic test well may be 
determined to have found oil and gas reserves, but 
classification of those reserves as proved cannot be 
made when drilling is completed. In those cases, one 
of three subparagraphs set forth below shall apply. 
Subparagraphs (1) and (2) are intended to prohibit, in 
all cases, the deferral of the costs of exploratory wells 
that find some oil and gas reserves merely on the 
chance that some event totally beyond the entity’s 
control will occur, e.g., on the chance that the selling 
prices of oil and gas will increase sufficiently to result 
in classification of reserves as proved that are not 
commercially recoverable at current prices. 


(1) Exploratory wells that find oil and gas reserves in an 
area requiring a major capital expenditure, such as a 
trunk pipeline, before production could begin. On 
completion of drilling, an exploratory well may be 
determined to have found oil and gas reserves, but 
classification of those reserves as proved depends on 
whether a major capital expenditure can be justified 
which, in turn, depends on whether additional 
exploratory wells find a sufficient quantity of 
additional reserves. In that case, the cost of drilling the 
exploratory well shall continue to be carried as an asset 
pending determination of whether proved reserves have 
been found only as long as both of the following 
conditions are met: (i) the well has found a sufficient 
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quantity of reserves to justify its completion as a 
producing well if the required capital expenditure is 
made, and (ii) drilling of the additional exploratory 
wells is under way or firmly planned for the near future. 
Otherwise, the exploratory well shall be assumed to be 
impaired, and its costs shall be charged to expense. 


(2) All other exploratory wells that find oil and gas 
reserves. In the absence of a determination as to 
whether the reserves that have been found can be 
classified as proved, the costs of drilling such an 
exploratory well shall not be carried as an asset for 
more than one year following completion of drilling. If, 
_ after that year has passed, a determination that proved 
reserves have been found cannot be made, the well 
shall be assumed to be impaired, and its costs shall be 
charged to expense. 


(3) Exploratory-type stratigraphic test wells that find 
oil and gas reserves. On completion of drilling, such a 
well may be determined to have found oil and gas 
reserves, but classification of those reserves as proved 
depends on whether a major capital expenditure 
(usually a production platform) can be justified which, 
in turn, depends on whether additional exploratory- 
type stratigraphic test wells find a sufficient quantity 
of additional reserves. In that case, the cost of drilling 
the exploratory-type stratigraphic test well shall 
continue to be carried as an asset pending 
determination of whether proved reserves have been 
found only as long as both of the following conditions 
are met: (i) the well has found a quantity of reserves 
that would justify its completion for production had it 
not been simply a stratigraphic test well, and (ii) 
drilling of the additional exploratory-type stratigraphic 
test wells is under way or firmly planned for the near 
future. Otherwise, the exploratory-type stratigraphic 
test well shall be assumed to be impaired, and its costs 
shall be charged to expense. 


(h) Mineral property conveyances and related 
transactions if the successful efforts method of 
accounting is followed. (1) Certain transactions, 
sometimes referred to as conveyances, are in 
substance borrowings repayable in cash or its 
equivalent and shall be accounted for as borrowings. 
The following are examples of such transactions: 


(i) Entities seeking supplies of oil or gas sometimes 
make cash advances to operators to finance 
exploration in return for the right to purchase oil or gas 
discovered. Funds advanced for exploration that are 
repayable by offset against purchases of oil or gas 
discovered, or in cash if insufficient oil or gas is 
produced by a specified date, shall be accounted for as 
a receivable by the lender and as a payable by the 
operator. 


(ii) Funds advanced to an operator that are repayable in 
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cash out of the proceeds from a specified share of 
future production of a producing property, until the 
amount advanced plus interest at a specified or 
determinable rate is paid in full, shall be accounted for 
as a borrowing. The advance is a payable for the 
recipient of the cash and a receivable for the party 
making the advance. Such transactions, as well as 
those described in subparagraph (5)(i) of this 
paragraph, are commonly referred to as production 
payments. The two types differ in substance, however, 
as explained in subparagraph (5)(i) of this paragraph. 


(2) In the following types of conveyances, gain or loss 
shall not be recognized at the time of conveyance: 


(i) A transfer of assets used in oil and gas producing 
activities (including both proved and unproved 
properties) in exchange for other assets also used in oil 
and gas producing activities. 


(ii) A pooling of assets in a joint undertaking intended 
to find, develop, or produce oil or gas from a particular 
property or group of properties. 


(3) In the following types of conveyances, gain shall 
not be recognized at the time of the conveyance: 


(i) A part of an interest owned is sold and substantial 
uncertainty exists about recovery of the costs 
applicable to the retained interest. 


(ii) A part of an interest owned is sold and the seller 
has a substantial obligation for future performance, 
such as an obligation to drill a well or to operate the 
property without proportional reimbursement for that 
portion of the drilling or operating costs applicable to 
the interest sold. 


(4) If a conveyance is not one of the types described in 
subparagraphs (2) and (3) of this paragraph, gain or 
loss shall be recognized unless there are other aspects 
of the transaction that would prohibit such recognition 
under accounting principles applicable to enterprises 
in general. 


(5) In accordance with subparagraphs (2) through (4) of 
this paragraph, the following types of transactions 
shall be accounted for as indicated in each example. 
No attempt has been made to include the many 
variations of those arrangements that occur, but 
subparagraphs (2) through (4) of this paragraph shall, 
where applicable, determine the accounting for those 
other arrangements as well. 


(i) Some production payments differ from those. 
described in subparagraph (1)(ii) of this paragraph in 
that the seller's obligation is not expressed in 
monetary terms but as an obligation to deliver, free and 
clear of all expenses associated with operation of the 
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property, a specified quantity of oil or gas to the 
purchaser out of a specified share of future production. 
Such a transaction is a sale of a mineral interest for 
which gain shall not be recognized because the seller 
has a substantial obligation for future performance. 
The seller shall account for the funds received as 
unearned revenue to be recognized as the oil or gas is 
delivered. The purchaser of such a production payment 
has acquired an interest in a mineral property that shall 
be recorded at cost and amortized by the 
unit-of-production method as delivery takes place. The 
estimated oil or gas reserves and production data shall 
be reported, in accordance with paragraph (k) of this 
section, as those of the purchaser of the production 
payment and not of the seller. 


(ii) An assignment of the operating interest in an 
unproved property with retention of a nonoperating 
interest in return for drilling, development and 
operation by the assignee is a pooling of assets in a 
joint undertaking for which the assignor shall not 
recognize gain or loss. The assignor’s cost of the 
original interest shall become the cost of the interest 
retained. The assignee shall account for all costs 
incurred as specified by paragraphs (b) through (g) of 
this section and shall allocate none of those costs to 
the mineral interest acquired. If oil or gas is 
discovered, each party shall report its share of oil and 
gas reserves and production, in accordance with 
paragraph (k) of this section. 


(iii) An assignment of a part of an operating interest in 
an unproved property in exchange for a “free well” with 
provision for joint ownership and operation is a pooling 
of assets in a joint undertaking by the parties. The 
assignor shall record no cost for the obligatory well; 
the assignee shall record no cost for the mineral 
interest acquired. All drilling, development, and 
operating costs incurred by either party shall be 
accounted for as provided in paragraphs (b) through (g) 
of this section. If the conveyance agreement requires 
the assignee to incur geological or geophysical 
expenditures instead of, or in addition to, a drilling 
obligation, those costs shall likewise be accounted for 
by the assignee as provided in paragraphs (b) through 
(g) of this section. If reserves are discovered, each 
party shall report its share of reserves and production, 
in accordance with paragraph (k) of this section. 


(iv) A part of an operating interest in an unproved 
property may be assigned to effect an arrangement 
called a “carried interest” whereby the assignee (the 
carrying party) agrees to defray all costs of drilling, 
developing, and operating the property and is entitled 
to all of the revenue from production from the property, 
excluding any third party interest, until all of the 
assignee’s costs have been recovered, after which the 
assignor will share in both costs and production. Such 
an arrangement represents a pooling of assets in a 


joint undertaking by the assignor and assignee. The 
carried party shall make no accounting for any costs 
and revenue until after recoupment (payout) of the 
carried costs by the carrying party. Subsequent to 
payout the carried party shall account for its share of 
revenue, operating expenses, and (if the agreement 
provides for subsequent sharing of costs rather than a 
carried interest) subsequent development costs. 
During the payout period the carrying party shall record 
all costs, including those carried, as provided in para- 
graphs (b) through (g) of this section, and shall record 
all revenue from the property including that applicable 
to the recovery of cost carried. The carried party shall 
report as oil or gas reserves, in accordance with para- 
graph (k) of this section, only its share of proved 
reserves estimated to remain after payout, and unit-of- 
production amortization of the carried party’s property 
cost shall not commence prior to payout. Prior to 
payout the carrying party’s reserve estimates and pro- 
duction data, reported in accordance with paragraph 
(k) of this section, shall include the quantities appli- 
cable to recoupment of the carried costs. 


(v) A part of an operating interest owned may be 
exchanged for a part of an operating interest owned by 
another party. The purpose of such an arrangement, 
commonly called a joint venture in the oil and gas 
industry, often is to avoid duplication of facilities, 
diversify risks, and achieve operating efficiencies. 
Such reciprocal conveyances represent exchanges of 
similar productive assets, and no gain or loss shall be 
recognized by either party at the time of the trans- 
action. In some joint ventures which may or may not 
involve an exchange of interests, the parties may share 
different elements of costs in different proportions. In 
such an arrangement a party may acquire an interest in 
a property or in wells and related equipment that is dis- 
proportionate to the share of costs borne by it. As in 
the case of a carried interest or a free well, each party 
shall account for its own cost under the provisions of 
this section. No gain shall be recognized for the acqui- 
sition of an interest in joint assets, the cost of which 
may have been paid in whole or in part by another 
party. 


(vi) In a unitization all of the operating and non- 
operating participants pool their assets in a producing 
area (normally a field) to form a single unit and in 
return receive an undivided interest (of the same type 
as previously held) in that unit. Unitizations generally 
are undertaken to obtain operating efficiencies and to 
enhance recovery of reserves, often through improved 
recovery operations. Participation in the unit is 
generally proportionate to the oil and gas reserves con- 
tributed by each. Because the properties may be in 
different stages of development at the time of uniti- 
zation, some participants may pay cash and others 
may receive cash to equalize contributions of wells and 
related equipment and facilities with the ownership 
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interests in reserves. In those circumstances, cash 
paid by a participant shall be recorded as an additional 


investment in wells and related equipment and 
facilities, and cash received by a participant shall be 
recorded as a recovery of cost. The cost of the assets 
contributed plus or minus cash paid or received is the 
cost of the participant’s undivided interest in the 
assets of the unit. Each participant shall include its 
interest in reporting reserve estimates and production 
data. 


(vii) If the entire interest in an unproved property is 
sold for cash or cash equivalent, recognition of gain or 
loss depends on whether, in applying paragraph (c) of 
this section, impairment had been assessed for that 
property individually, or by amortizing that property as 
part of a group. If impairment was assessed 
individually, gain or loss shall be recognized. For a 
property amortized by providing a valuation allowance 
on a group basis, neither gain nor loss shall be recog- 
nized when an unproved property is sold unless the 
sales price exceeds the original cost of the property, in 
which case gain shall be recognized in the amount of 
such excess. 


(viii) Ifa part of the interest in an unproved property is 
sold, even though for cash or cash equivalent, sub- 
stantial uncertainty usually exists as to recovery of the 
cost applicable to the interest retained. Consequently, 
the amount received shall be treated as a recovery of 
cost. However, if the sales price exceeds the carrying 
amount of property whose impairment has been 
assessed individually in accordance with paragraph (c) 
of this section, or exceeds the original cost of a 
property amortized by providing a valuation allowance 
on a group basis, gain shall be recognized in the 
amount of such excess. 


(ix) The sale of an entire interest in a proved property 
that constitutes a separate amortization base is not 
one of the types of conveyances described in para- 
graphs (h)(2) and (h)(3) of this section. The difference 
between the amount of sales proceeds and the 
unamortized cost shall be recognized as a gain or loss. 


(x) The sale of a part of a proved property, or of an 
entire proved property constituting a part of an amorti- 
zation base, shall be accounted for as the sale of an 
asset, and a gain or loss shall be recognized, since it is 
not one of the conveyances described in paragraphs 
(h)(2) and (h)(3) of this section. The unamortized cost 
of the property or group of properties a part of which 
was sold shall be apportioned to the interest sold and 
the interest retained on the basis of the fair values of 
those interests. However, the sale may be accounted 
for as anormal retirement under the provisions of para- 
graph (d) of this section with no gain or loss recog- 
nized if doing so does not significantly affect the unit- 
of-production amortization rate. 


488/SEC DOCKET 


(xi) The sale of the operating interest in a proved 
property for cash with retention of a nonoperating 
interest is not one of the types of conveyances 
described in paragraphs (h)(2) and (h)(3) of this 
section. Accordingly, it shall be accounted for as the 
sale of an asset, and any gain or loss shall be recog- 
nized. The seller shall allocate the cost of the proved 
property to the operating interest sold and the non- 
operating interest retained on the basis of the fair 
values of those interests. 


(xii) The sale of a proved property subject to a 
retained production payment that is expressed as a 
fixed sum of money payable only from a specified 

e of production from that property, with the pur- 
chaser of the property obligated to incur the future 
costs of operating the property, shall be accounted for 
as follows: If satisfaction of the retained production 
payment is reasonably assured, the seller of the 
property, who retained the production payment, shail 
record the transaction as a sale, with recognition of 
any resulting gain or loss. The retained production pay- 
ment shall be recorded as a receivable, at an amount 
reflecting appropriate consideration of imputed 
interest thereon. The purchaser shall record as the cost 
of the assets acquired the cash consideration paid plus 
the present value of the retained production payment, 
which shall be recorded as a payable. The oil and gas 
reserve estimates and production data, including those 
applicable to liquidation of the retained production 
payment, shall be reported by the purchaser of the 
property. If satisfaction of the retained production pay- 
ment is not reasonably assured, the transaction is in 
substance a sale with retention of an overriding royalty 
that shall be accounted for in accordance with sub- 
paragraph (5)(xi) of this paragraph. 


(xiii) The sale of a proved property subject to a 
retained production payment that is expressed as a 
right to a specified quantity of oil or gas out of a speci- 
fied share of future production shall be accounted for 
in accordance with subparagraph (5)(xi) of this para- 
graph. 


FULL COST METHOD 
(Provisions of paragraph (i) are contained in 


Accounting Series Release No. 258 dated December 
19, 1978.) 


INCOME TAXES 


(j) Income taxes. Comprehensive interperiod in- 
come tax allocation by the deferred method shall be 
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followed for intangible drilling and development costs 
and other cost incurred that enter into the 
determination of taxable income and pretax accounting 
income in different periods. The excess of statutory 
depletion over cost depletion for income tax purposes 
shall be accounted for as a permanent difference in the 
period in which the excess is deducted for income tax 
purposes. 


DISCLOSURE REQUIREMENTS 


(k) Disclosure of quantities of proved oil and gas 
reserves and historical financial data. The following 
data shall be disclosed in the body of the financial 
Statements, in the notes thereto, or in a separate 
schedule or other presentation that is an integral part 
of the financial statements. 


Exemption. This paragraph shall not apply to filings 
under the federal securities laws by any registrant 
meeting all of the conditions described below for each 
of the two most recent fiscal years, based on its annual 
consolidated financial statements: 


(i) Gross revenues from sales or transfers of oil and 
gas (as defined in subparagraph (4)(ii) of this para- 
graph) do not exceed 10 percent of total revenues; 


(ii) Income after taxes (but before extraordinary 
items) from oil and gas producing activities, including 
amounts applicable to investees accounted for under 
the equity method, does not exceed 10 percent of 
consolidated income before extraordinary items; and 


(iii) The “Present Value of Estimated Future Net 
Revenues” (see subparagraph (6)(ii) of this paragraph), 
including amounts attributable to investees accounted 
for under the equity method, plus the net capitalized 
costs on unproved properties, do not exceed 10 percent 
of total assets. 


(1) Disclosure of method of accounting. The 
reporting entity shall disclose on the face of its balance 
sheet that it is adhering to the successful efforts 
method of accounting or the full cost method of 
accounting. 


(2) Disclosure of capitalized costs. The aggregate 
amount of capitalized costs relating to oil and gas pro- 
ducing activities and the aggregate amount of the 
related accumulated depreciation, depletion, amor- 
tization, and valuation allowances shall be reported as 
of the end of each period for which a complete set of 
(annual or interim) financial statements is presented, 
with separate presentation for each geographic area for 
which quantities of proved reserves are presented in 
accordance with paragraph (k)(5) of this section. If the 
capitalized costs of unproved properties are signifi- 


cant, aggregate amounts shall be reported separately 
for capitalized costs related to unproved properties and 
capitalized costs related to proved properties. Capita- 
lized costs of support equipment and facilities may be 
disclosed separately or included, as appropriate, with 
capitalized costs of proved and unproved properties. 


(3) Disclosure of costs incurred in oil and gas pro- 
ducing activities. The financial statements shall dis- 
close the amounts of each of the following types of 
costs for each year for which an income statement is 
required (whether those costs are capitalized or 
charged to expense at the time they are incurred): 


(i) Property acquisition costs (disclose separately the 
costs of acquiring proved properties, if significant). 


(ii) Exploration costs. 
(iii) 
(iv) 


Development costs. 
Production (lifting) costs. 


Exploration, development, and production costs 
include depreciation of support equipment and 
facilities used in those activities rather than the 
expenditures to acquire support equipment and 
facilities. Production (lifting) costs do not include 
depreciation, depletion, and amortization of capital- 
ized acquisitiion, exploration, and development costs. 
If some or all of those costs are incurred in foreign 
countries, the amounts shall be disclosed separately 
for each of the geographic areas for which reserve 
quantities are disclosed in accordance with paragraph 
(k)(5) of this section and for any other foreign geo- 
graphic area in which significant costs have been 
incurred without discovery of significant proved 
reserves. Also, disclose the aggregate amount of 
depreciation, depletion, amortization, and valuation 
provisions relating to oil and gas producing activities, 
presented separately for each of these geographic 
areas. If the reporting entity’s share of the oil and gas 
reserves of its investee companies accounted for by the 
equity method is reported in conformity with paragraph 
(k)(5) of this section, disclosure shall also be made of 
the investor’s share of its investee’s capitalized costs 
and costs incurred in oil and gas producing activities. 


(4) Revenues from producing oil and gas. (i) For 
each full fiscal year for which an income statement is 
required, disclose, for each geographic area for which 
reserve quantities are disclosed in accordance with 
paragraph (k)(5) of this section, the net revenues from 
oil and gas production related to each of the following, 
if significant: (A) Proved developed oil and gas 
reserves, (B) reserves applicable to long-term supply 
or similar agreements with foreign governments in 
which the entity acts as producer (see paragraph (k)(5) 
of this section), and (C) the entity’s proportional 
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interest in reserves of investees accounted for by the 
equity method. 


(ii) Net revenues shall be computed by subtracting 
production (lifting) costs from gross revenues that are 
determined in accordance with the provisions of this 
subparagraph, as presented below. The following 
accounting practices shall be applied in determining 
gross revenues from sales or transfers of production of 
oil and gas: 


(A) Sales to unaffiliated entities shall be included in 
gross revenues at the amount received in sales trans- 
actions attributable to net working interests, royalty 
interests, oil payments interests (see paragraph (h) of 
this section), net profits interests, etc., of the 
reporting entity. Production or severance taxes should 
not be deducted in determining gross revenues. 
Royalty payments and net profits disbursements 
should be excluded from gross revenues. 


(B) Sales and transfers to unconsolidated affiliated 
persons and to other operations (such as refineries, 
chemical plants, etc.) of the reporting entity shall be 
separately disclosed and accounted for in the same 
manner as described in subparagraph (4)(ii)(A) of this 
paragraph except that such sales and transfers shall be 
valued at estimated market prices based on the prices 
of comparable products using posted field prices, if 
applicable, or amounts estimated to represent prices 
equivalent to those that could be obtained in a 
competitive arm’s-length market environment, giving 
recognition to transportation costs, quality differ- 
ences, and arrangements with and regulation by 
governments. 


(5) Disclosure of estimated quantities of proved oil 
and gas reserves. Net quantities of proved reserves 
and proved developed reserves of crude oil (including 
condensate and natural gas liquids) and natural gas 
shall be reported as of the beginning and the end of 
each fiscal year for which an income statement is 
required. “Net” quantities of reserves include those 
relating to the operating and non-operating interests in 
properties as defined in paragraph (b)(1) of this 
section. Quantities of reserves relating to royalty 
interests owned shall be included in “net” quantities if 
the necessary information is available; if reserves 
relating to royalty interests owned are not included 
because the information is unavailable, that fact and 
the reporting entity’s share of oil and gas produced for 
those royalty interests shall be reported for each year 
for which a complete set of financial statements is 
presented. “Net” quantities shall not include reserves 
relating to interests of others in properties owned by 
the reporting entity. 


(i) Changes in the net quantities of proved reserves of 
oil and of gas during each fiscal year for which an 
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income statement is required shall be reported. 
Changes resulting from each of the following shall be 
shown separately, with appropriate explanation of 
significant changes: 


(A) Revisions of previous estimates. Revisions 
represent changes in previous estimates of proved 
reserves, either upward or downward, resulting from 
new information (except for an increase in proved acre- 
age) normally obtained from development drilling and 
production history or resulting from a change in 
economic factors. 


(B) Improved recovery. Changes in reserve esti- 
mates resulting from application of improved recovery 
techniques shall be separately shown if significant. If 
not significant, such changes shall be included in 
revisions of previous estimates. 

(C) Purchases of minerals-in-place. 

(D) Extensions, discoveries, and other additions. 
Additions to proved reserves that result from extension 
of the proved acreage of previously discovered (old) 
reservoirs through additional drilling in periods sub- 
sequent to discovery and discovery of new fields with 
proved reserves or of new reservoirs of proved reserves 
in old fields. 


(E) Production. 


(F) Sales of minerals in-place. 


(ii) If the reporting entity’s proved reserves of oil and 
gas are located entirely within its home country, that 
fact shall be disclosed. If some or all of its reserves are 
located in foreign countries, the disclosures of net 
quantities of reserves of oil and gas and changes in 
them (as required above) shall be separately reported 
for the entity’s home country (if significant reserves are 
located there) and each foreign geographic area in 
which significant reserves are located. Foreign geo- 
graphic areas are individual countries or groups of 
countries, as appropriate, for meaningful disclosure in 
the circumstances. 


(iii) Net quantities disclosed shall not include oil or 
gas subject to purchase under long-term supply, pur- 
chase, or similar agreements and contracts, including 
such agreements with foreign governments or 
authorities as of the end of each fiscal year for which 
an income statement is required, and the net quantity 
of oil or gas received under the agreements during each 
such year, shall be separately disclosed if the reporting 
entity participates in the operation of the properties in 
which the oil or gas is located or otherwise serves as 
the “producer” of those reserves, as opposed, for 
example, to being an independent purchaser, broker, 
dealer, or importer. 
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(iv) In determining the reserve quantities to be 
reported: 


(A) If consolidated financial statements are issued, 
100 percent of the net reserve quantities attributable to 
the parent company and 100 percent of the net reserve 
quantities attributable to its consolidated subsidiaries 
(whether or not wholly owned) shall be included. 


(B) If the financial statements include investments 
that are proportionately consolidated, reserve 
quantities shall include a proportionate share of the 
investee’s net oil and gas reserves. 


(C) If the financial statements include investments 
that are accounted for by the equity method, the 
investee’s net proved oil and gas reserves shall not be 
included in the disclosures of reserves. However, the 
reporting entity’s share of the investee’s net proved oil 
and gas reserves shall be separately reported as of the 
end of each fiscal year for which an income statement 
is required. 


(v) If important economic factors or significant 
uncertainties affect particular components of proved 
reserves, explanations shall be provided. Examples 
include unusually high expected development or lifting 
costs; the necessity to build a major pipeline or other 
major facilities before production of the reserves can 
begin; or contractual obligations to produce and sell a 
significant portion of reserves at prices that are sub- 
stantially below those at which the oil and gas could 
otherwise be sold in the absence of the contractual 
obligatiion. 


(vi) In reporting reserve quantities and changes in 
them, oil reserves (which include condensate and 
natural gas liquids) shall be stated in barrels, and gas 
reserves in cubic feet. 


(6) Disclosure of future net revenues from estimated 
production of proved oil and gas reserves. In co 
junction with the disclosure of changes in net 
quantities of estimated proved reserves of crude oil 
(including condensate and natural gas liquids) and 
natural gas as required by paragraph (k)(5) of this 
section, the following information shall be disclosed in 
financial statements for each geographic classification 
for which quantities of oil and gas are disclosed: 


(i) For each of the following categories: (A) Proved oil 
and gas reserves, (B) proved developed oil and gas 
reserves, (C) proved oil and gas applicable to long-term 
supply or similar agreements with foreign governments 
in which the entity acts as producer, and (D) the 
entity’s share of proved oil and gas reserves of 
investees accounted for by the equity method, an 
amount (the “Estimated Future Net Revenues”), in the 
aggregate, computed by applying current prices of oil 


and gas (with consideration of price changes only to 
the extent provided by contractual arrangements) to 
estimated future production of proved oi! and gas 
reserves as of the date of the latest balance sheet 
presented, less estimated future expenditures (based 
on Current costs) to be incurred in developing and pro- 
ducing the proved reserves, and assuming continu- 
ation of existing economic conditions. Present 
separately the amounts applicable to each of the first 
three succeeding fiscal years, and the remainder in a 
single amount. Indicate the basis used to compute 
current prices and current costs. 


(ii) The present value of the Estimated Future Net 
Revenues (the “Present Value of Estimated Future Net 
Revenues”), as of the end of each fiscal year for which 
an income statement is required, computed using the 
Estimated Future Net Revenues and a discount factor 
of ten percent. In addition, disclose the portions of the 
Present Value of Estimated Future Net Revenues, at 
such balance sheet dates, attributable to each of the 
following components of proved oil and gas reserves: 
(A) Proved reserves added in years prior to the current 
year; and (B) proved reserves added during the current 
year, with amounts attributable to application of 
improved recovery techniques or purchases of reserves 
in-place disclosed separately, if significant (which in 
this case shall generally be considered to be amounts 
greater than ten percent of total proved reserves added 
during the current year). 


(iii) The Present Value of Estimated Future Net 
Revenues, computed as set forth at (k)(6)(i) above, 
attributable to each of the following, stated separately: 
(A) Proved developed reserves of oil and gas, (B) 
proved reserves of oil and gas applicable to long-term 
supply agreements with foreign governments in which 
the entity acts as producer, and (C) the entity’s share of 
proved reserves of oil and gas of investees accounted 
for by the equity method. 


(iv) Any additional information of which manage- 
ment is aware and which it believes is necessary to 
prevent the above information from being misleading. 


(v) Information relating to the disclosure of future net 
revenues from estimated production of proved oil and 
gas reserves pursuant or supplemental to the require- 
ments of this section shall be deemed not to be an 
untrue statement of a material fact; a statement false 
or misleading with respect to any material fact; an 
omission to state a material fact necessary to make a 
statement not misleading; or the employment of a 
manipulative, deceptive, or fraudulent device, con- 
trivance, scheme, transaction, act, practice, course of 
business or an artifice to defraud; as those terms are 
used in the Securities Act of 1933, the Securities 
Exchange Act of 1934, or the Public Utility Holding 
Company Act of 1935, or rules and regulations there- 
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under, unless such information: (A) Was prepared 
without a reasonable basis; or (B) was disclosed other 
than in good faith. 


* * * * * 


These amendments are adopted pursuant to authority 
in sections 6, 7, 8, 10 and 19(a) [15 U.S.C. 77f, 77g, 
77h, 77j, 77s] of the Securities Act of 1933; sections 12, 
13, 15(d) and 23(a) [15 U.S.C. 781, 78m, 780(d), 78w] of 
the Securities Exchange Act of 1934; sections 5(b), 14, 
and 20(a) [15 U.S.C. 79e, 79n, 79t] of the Public Utility 
Holding Company Act of 1935; sections 8, 30, 31(c) 
and 38(a) [15 U.S.C. 80a-8, 80a-29, 80a-30(c), 
80a-37(a)] of the Investment Company Act of 1940; and 
section 503 [42 U.S.C. 6383] of the Energy Policy and 
Conservation Act of 1975. 


Pursuant to section 23(a)(2) of the Securities Exchange 
Act, the Commission has considered the impact of 
these amendments on competition and is not aware of 
any burden that they would impose on competition. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20837/December 19, 1978 


INVESTMENT COMPANY ACT OF 1940 
Release No. 10531/December 19, 1978 


ACCOUNTING SERIES 
Release No. 258/December 19, 1978 


OIL AND GAS PRODUCERS—FULL COST ACCOUNT- 
ING PRACTICES 


AGENCY: Securities and Exchange Commission. 


ACTION: Final rules. 

SUMMARY: The Commission is adopting rules that 
establish uniform requirements for financial account- 
ing and reporting practices of oil and gas producers 
following the full cost method of accounting. The 
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Commission has previously published, in Accounting 
Series Release No. 253, accounting measurement 
standards for the successful efforts method of 
accounting. Proposed rules for full cost accounting 
were published concurrently with that release. The 
rules being adopted contain modifications based upon 
evaluation of written comments. 


EFFECTIVE DATE: The rules published in this 
release shall be effective initially for fiscal years ending 
after December 25, 1979. 


FOR FURTHER INFORMATION CONTACT: James L. 
Russell or Rita J. Gunter, Office of the Chief 
Accountant, Securities and Exchange Commission, 
500 North Capitol Street, Washington, D.C. 20549 
(202-755-0222). 


SUPPLEMENTARY INFORMATION: In Accounting 
Series Release No. 253 (“ASR No. 253”),1 issued on 
August 31, 1978, the Commission announced its con- 
clusions concerning financial accounting and reporting 
standards for oil and gas producing companies. 
Among these was the determination that the ‘evelop- 
ment of new measurement standards was necessary in 
order to achieve meaningful reporting of earnings and 
financial position for companies in that industry. 
These new standards should provide for recognition in 
financial statements of proved oil and gas reserves as 
assets and changes in proved reserves in earnings. In 
consideration of the need to establish standards for 
reserve valuations and to achieve an acceptable degree 
of reliability, a series of steps covering several years 
was outlined seeking the development of “reserve 
recognition accounting.” During this interim period, 
the Commissin concluded that companies should be 
permitted to continue to follow either of the two 
traditional historical-cost accounting methods. Rules 
relating to the application of successful efforts 
accounting (which conformed to the standards of 
Statement No. 19 of the Financial Accounting 
Standards Board) were adopted in ASR No. 253, 
together with definitions, tax accounting standards, 
and disclosure requirements applicable to all oil and 
gas producers.2 Proposed rules that would add 
§ 210.3-18(i) to Regulation S-X to govern the applica- 
tion of full cost accounting for companies following 
that method were published concurrently in Release 
No. 33-5968 [43 FR 40724], August 31, 1978. 





1Securities Act Release No. 33-5966 [43 FR 40688]. 


2various technical amendments to these definitions 
and rules have been adopted by the Commission in 
Accounting Series Release No. 257, dated December 
19, 1978 and published concurrently with this release. 
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In that release, the Commission stated that its 
intention was to develop a practical approach for 
appiying the full cost method of accounting that would 
be logically consistent and would not differ sub- 
stantially from existing practice. Comments on the 
proposal were received from 48 persons, including oil 
and gas producers, accounting firms, and financial 
analysts. These comments have been considered by 
the Commission and various changes are reflected in 
the rules presently being adopted. 


COMMENTS AND CHANGES 


Costs to be amortized 


Most letters commenting on the rules proposed in 
Release No. 33-5968 addressed the issue of whether all 
capitalized costs should be subject to immediate 
amortization. It was generally acknowledged that 
companies with ongoing exploration programs 
typically have a recurring level of preproduction costs 
(in relation to the total investment in the cost center), 
consisting of the cost of undeveloped leases and the 
related carrying and evaluation costs. This normal 
inventory of preproduction costs should be included in 
the cost center for amortization purposes as the costs 
are incurred, and any additional reserves should be 
taken into consideration upon discovery on a 
prospective basis. This method of accounting should 
result in a reasonable and consistent allocation of 
costs over a period of time. 


However, there was general disagreement with the pro- 
posed requirement that the capitalized costs of all 
undeveloped leases and uncompleted wells and 
facilities be amortized. It was pointed out that 
situations may arise in which major expenditures are 
required prior to production, such as unusually large 
investments in offshore leases, major development 
projects, or secondary and tertiary recovery projects. 
While previous methods of determining the exclusion 
of costs from the amortization base have varied among 
companies, the principle of excluding major costs of 
this nature was felt by these commentators to be 
generally accepted. Failure to exclude such costs, it 
was argued, would result in an unrealistic overstate- 
ment of the amortization provision in the early lives of 
the properties. Exclusion from the amortization base 
was further supported by the assertion that costs 
incurred should be considered to be at least equal to 
the value of the asset at the time of the initial invest- 
ment. Although certain projects will ultimately be 
abandoned, it was argued that impairments should be 
recognized when they occur, and should not be 
anticipated by premature amortization of the costs. 
Costs of projects that ultimately prove to be productive 
should become subject to amortization at the time that 
this evaluation is determined and the related proved 
reserves are included in the amortization base. 


The Commission considers these arguments to have 
merit and has modified the rules to provide that the 
costs of unusually significant acquisitions of unproved 
properties and major development projects may be 
excluded from the capitalized costs to be amortized. 
Specifically, amortization of the costs of unproved 
properties that are unusually significant (such as the 
costs of acquiring and evaluating major offshore 
leases) may be deferred until a determination is made 
as to whether proved reserves are attributable to the 
properties, subject to periodic assessment of whether 
impairment has occurred. Also, the costs of major 
development projects may be excluded from amorti- 
zation in cases where unusually significant costs must 
be incurred prior to a determination of the quantities of 
proved reserves attributable to the properties under 
development. Examples of such projects include the 
installation of an offshore drilling platform from which 
development wells are to be drilled and improved 
recovery programs undertaken in expectation of signifi- 
cant additions to proved reserves. 


Because of the various judgments involved in 
assessing significance, the rules do not contain a 
specific test to determine whether an investment is 
“unusually significant.” However, the Commission has 
instructed its staff to investigate existing practices and 
determine whether it is necessary to publish a guide- 
line in this area, such as the percentage of total 
unamortized capitalized costs that must be exceeded if 
a major investment project is to be excluded from 
amortization. It should also be noted that the rules 
require separate disclosure on the balance sheet of the 
amount of preproduction costs that are not being 
amortized and a description of the current status of the 
projects involved, including an estimate of when the 
costs will be included in the amortization computation 
and, to the extent possible, the potential future impact 
on the amortization rate. : 


Several commentators questioned the appropriateness 
of including estimated future development costs in the 
costs to be amortized, since additions to proved 
reserves could be expected from major development 
expenditures that would not be reflected in the amorti- 
zation computation. The Commission believes that 
future development costs should be included; the 
exclusion of the costs of major development projects 
from the amortization base until reserves can be 
evaluated should eliminate situations where an 


inappropriate allocation of costs to current production 
would result. 


Basis of amortization 


Release No. 33-5968 proposed that unit-of-production 
amortization of capitalized costs be computed either 
on the basis of physical units of oil and gas (converted 
to acommon unit of measure according to their relative 
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energy content) or monetary units of net revenue. 
Several commentators recommended that only the usc 
of physical units should be permitted; this would be 
consistent with the requirements for amortization of 
costs in cases of joint production of oil and gas under 
the Commission’s successful efforts rules. Other 
commentators expressed agreement with the proposal 
to permit use of revenue units, since this computation 
utilizes the same basic information as amortization 
computations involving physical units, while auto- 
matically compensating for differences in the relative 
sales prices of the reserves. These commentators also 
pointed out that a method based on energy content 
ignores the fact that prices of oil and gas in today’s 
regulated market environment do not necessarily 
correspond to their relative energy content. 


However, the commentators favoring revenue units 
generally indicated that the computation should be 
based on gross revenues rather than net revenues. The 
use of net revenues, it was argued, requires estimates 
of future costs and introduces distortions when 
unusually high or low operating expenses are incurred 
in individual years. On the other hand, the relevant 
information for gross revenues is readily attainable, 
since current production is already recorded in dollars 
as revenues, and reserve reports frequently indicate 
reserves in terms of dollars based on current prices. 


The Commission believes that there should be con- 
sistency in the methods used by companies following 
the full cost method of accounting. Further, the 
Commission believes that the use of physical units in 
terms of energy content (‘“‘BTU’s”) as the amortization 
basis has the greatest conceptual merit in a market 
environment in which the relative prices of oil and gas 
approximate their relative energy content. However, 
the fact that substantial production is currently subject 
to pricing regulations may result in_ significant 
differences in amortization under the BTU method as 
compared to amortization based on sales values. 
Accordingly, the final rules prescribe the use of the 
physical units method unless the use of such method, 
because of existing pricing regulations, would cause 
an amortization provision that would be inconsistent 
with the current prices being received. In those 
instances, the gross revenue method may be used as 
the basis for computing amortization rates. 


Limitation on capitalized costs 


A majority of commentators expressed reservations 
concerning the proposal that the cost center ceiling be 
based on the present value of future net revenues from 
estimated production of proved oil and gas reserves. It 
was stated that future net revenues should not be dis- 
counted for purposes of the ceiling limitation, that 
other classifications of reserves in addition to proved 
reserves should be considered, or that anticipated 
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price increases should be included. The primary 
concern expressed by these commentators was that 
the proposed ceiling computation, in certain cases, 
would result in write-offs that would reduce net 
capitalized costs below the actual realizable value of 
the properties. 


The Commission continues to believe that the 
aggregate of (1) the present value of proved reserves 
and (2) the lower of cost or fair market value of 
unproved properties is an appropriate basis for deter- 
mining the limitation on capitalized costs. However, 
the rules have been revised to specify that the costs of 
significant investments in unproved properties and 
development projects are to be considered separately 
for purposes of the ceiling computation. 


If application of the rules, as a result of an unusual 
event or transaction such as a major purchase of 
proved properties, would require a writedown when the 
fair value of the properties in a cost center clearly 
exceeds the unamortized costs, the registrant may 
request an exemption from the general rule. In such 
cases, the registrant should be prepared to demon- 
strate that the additional value clearly exists beyond 
reasonable doubt. 


Finally, the rules specify that the cost center ceiling is 
to be computed giving consideration to income tax 
effects. Comments were received indicating that such 
income tax effects would be difficult to estimate and, 
in most cases, would not have a significant effect on 
the ceiling computation. However, the Commission 
believes that unusual tax relationships may exist in 
certain instances, as a result of the expiration of 
operating loss carryforwards, changes in tax rates, etc. 
In these circumstances, it will be necessary to consider 
tax effects in computing the ceiling limitation. 


Mineral property conveyances 


The rules dealing with mineral property conveyances 
specify that a sale of oil and gas reserves shall be 
accounted for as an adjustment of capitalized costs, 
unless the adjustment causes a significant alteration 
of the relationship between remaining capitalized costs 
and proved reserves attributable to the cost center. 
Guidance has been added that a significant alteration 
would not normally be expected to result from a sale 
involving less than 25 percent of the total reserve 
quantities of the cost center. 


Paragraph (i)(6)(i) of the proposed rules would have 
required, in cases where the recognition of gain or loss 
on a sale of oil and gas properties is appropriate, that 
capitalized costs be allocated between reserves sold 
and reserves retained on the same basis used to 
compute amortization. Several commentators pointed 
out that the value of proved reserves sold and retained 








@ 


@ { 








could differ significantly as the result of price 
regulations or quality differences. The sales price 
might also reflect values other than proved reserves, 
such as probable reserves or unproved leases, which 
should also be considered in the cost allocation. The 
rules as adopted provide that costs should be allocated 
between cost center assets sold and retained in the 
manner described in the proposed rules except where 
estimated relative fair values should be used in order to 
reflect other substantial economic differences between 
the properties sold and those retained. 


The accompanying rules also clarify the Commission’s 
intent that income from sales of unproved properties or 
from drilling arrangements should be recognized only 
in unusual situations where the cash consideration 
received exceeds the total cost of the properties plus 
any exploration and development costs to be 
subsequently incurred. Otherwise, income from sales 
of unproved properties or from drilling arrangements 
with respect to properties should be credited to the 
cost center, and any related costs should be 
capitalized as part of that cost center. In this way, 
drilling arrangement income is recognized as a 
reduction of overall costs of oil and gas reserves. The 
accounting for drilling arrangements should reflect the 
substance of the transactions, regardless of the form 
of the underlying agreements, including consideration 
of guarantees of performance or indebtedness. 


Disclosures 


The Commission’s proposed rules called for the dis- 
closure by geographic area of (1) the approximate 
amount of capitalized costs that would have been 
charged to expense had the successful efforts method 
of accounting been followed, and (2) the approximate 
amount of costs incurred that would have been charged 
to expense under the successful efforts method. Many 
commentators objected to this proposed requirement 
aS an unreasonable and unnecessary burden. It was 
also seen by these persons as inconsistent with the 
basic conclusions of ASR No. 253 with respect to the 
severe limitations of both historical-cost methods in 
permitting investors and government policy-makers to 
“gain an understanding of the operations of individual 
companies or to compare the operations of different 
companies.” A small minority, however, expressed the 
view that the “as if” disclosures were essential for 
comparing the financial position and operating results 
of companies using alternative accounting methods 
during the period of implementation of reserve recog- 
nition accounting. Those in favor of the supplemental 
disclosures would, in addition, expand the requirement 
to include disclosure of pro forma net income. 


The Commission has decided to defer temporarily any 
final action on this proposed disclosure requirement 
until its considers various questions that have been 


raised with respect to accounting changes and prefer- 
ability of accounting methods in this industry. There- 
fore, the accompanying rules do not contain a require- 
ment for supplemental disclosures based on 
successful efforts accounting, and this disclosure rule 
proposal remains outstanding. 


Consolidated financial statements 


Release No. 33-5968 stated that a company following 
the full cost method would be required to apply that 
method to all of its operations, including those of its 
subsidiaries and of investees accounted for by the 
equity method. Commentators pointed out that the 
requirement regarding equity investees could present 
substantial difficulties. If an equity investee were 
following the successful efforts method, the 
information necessary to convert a company’s invest- 
ment would not be available on a timely basis in many 
situations. The Commission has reconsidered this 
proposal and has eliminated the requirement that the 
investor's accounting method be applied to its equity 
investees. However, the final rules specify that a regis- 
trant must apply its accounting method to the 
operations of its subsidiaries. 


A number of commentators also requested clarification 
of other requirements as they apply to companies 
within a consolidated group. Paragraph (i)(3)(v) 
requires that amortization rates be determined on a 
consolidated basis even though this may result in a 
consolidated amortization provision that is not equal to 
the sum of the expenses for the individual members of 
the consolidated group. This same concept applies to 
the determination of the limitation on capitalized costs 
within cost centers. 


Retroactive restatement 


Several persons suggested that general guidance be 
provided for the retroactive application of the full costs 
rules, because of the number of estimates and judg- 
ments necessary in making such restatements. 
Accordingly, a discussion of the initial application of 
the rules is included in this release. Specifically, any 
provision of the rules that would not have a significant 
effect on prior years’ financial statements need not be 
retroactively applied. Estimates of quantities of oil and 
gas reserves made in prior years for purposes of 
amortization computations shall not currently be 
revised in retrospect. Furthermore, if unamortized 
costs capitalized within a cost center do not exceed the 
ceiling limitation when the rules are initially applied, it 
is not necessary to determine whether there may have 
been an excess in prior years. 


Other matters 


Several comment letters contained suggestions that 
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cost centers of more than one country may be 
appropriate in certain cases (e.g., U.S. and Canada, or 
contiguous offshore areas such as the North Sea). 
However, oil and gas reserves in different countries are 
not always interchangeable, either in kind or in mone- 
tary value, because of varying energy and tax laws, 


market conditions, property rights, and national 
economic policies. Therefore, the requirement for 
establishing cost centers on a country-by-country 
basis (including related offshore areas) has been 
retained. 


In order to conform to comparable rules for the 
successful efforts method, paragraph (i)(3)(iv) has 
been added to acknowledge that, in some cases, 
depreciation of natural gas cycling and processing 
plants may appropriately be computed by a method 
other than unit-of-production. 


Finally, a number of commentators expressed concern 
with the applicability of the proposed rules to 
properties regulated for rate-making purposes on an 
individual-company-cost-of-service basis. Among the 
technical amendments to its rules on financial 
accounting and reporting by oil and gas producers 
adopted by the Commission in Accounting Series 
Release No. 257 is a provision that appropriate recog- 
nition may be given to differences in capitalized costs 
and in the basis for amortization arising because of the 
effect of the rate-making process. This applies to both 
the successful efforts and the full cost rules. However, 
the Commission believes that the disclosure require- 
ments of § 210.3-18(k) are relevant to rate-regulated 
companies, and therefore has not exempted them from 
these disclosure requirements. 


EFFECTIVE DATE AND INITIAL APPLICATION 


The provisions of § 210.3-18 are effective for fiscal 
years ending after December 25, 1978, that are 
contained in filings that include fiscal years ending 
after December 25, 1979, although earlier application is 
encouraged. Accounting changes adopted to conform 
to these rules are to be made retroactively by restating 
the financial statements of prior periods. Financial 
statements for the fiscal year in which these rules are 
first applied should disclose the nature of the 
accounting changes and their effect on income before 
extraordinary items, net income, and related per share 
amounts for each period restated. 


Retroactive application of the provisions of these rules 
requires the use of estimates and approximations. A 
provision that would not have a significant effect on 
prior years’ financial statements need not be retro- 
actively applied. Further, retroactive application of 
some provisions of these rules may require the use of 
estimates of a type not previously made; information 
that may have become available some time after the 
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year being restated may be taken into account in 
making those estimates, except that estimates of 
quantities of oil and gas reserves that had been made 
in prior years shall not currently be revised in 
retrospect. 


For reporting entities following the full cost method of 
accounting, retroactive application of § 210.3-18 (i)(4), 
“Limitations on capitalized costs,” shall be applied as 
follows: 


(a) If unamortized costs capitalized within a cost 
center do not exceed the cost center ceiling as of the 
beginning of the fiscal period in which the rules are 
initially adopted, then no provisions shall be made for 
past periods when application of the rules based on 
information known during those periods might have 
resulted in unamortized capitalized costs being in 
excess of the cost center ceiling. 


(b) If unamortized costs capitalized within a cost 
center exceed the cost center ceiling as of the 
beginning of the fiscal year in which the rules are 
initially adopted, then this excess shall be recognized 
retroactively through a charge to expense in the 
periods in which the excess initially arose. 


COMMISSION ACTION: The Commission hereby 
amends 17 CFR Part 210 by the addition of new para- 
graph (i) to § 210.3-18, as set forth below: 


§ 210-3.18 Financial accounting and reporting for oil 
and gas producing activities pursuant to the federal 
securities laws and the Energy Policy and Conservation 
Act of 1975. 


(i) Application of the full cost method of accounting. 
A reporting entity that follows the full cost method 
shall apply that method to all of its operations and to 
the operations of its subsidiaries, as follows: 


(1) Determination of cost centers. Cost centers 
shall be established on a country-by-country basis. 


(2) Costs to be capitalized. All costs associated 
with property acquisition, exploration, and develop- 
ment activities (as defined in paragraph (a) of this 
section) shall be capitalized within the appropriate cost 
center. Any internal costs that are capitalized shall be 
limited to those costs that can be directly identified 
with acquisition, exploration, and development 
activities undertaken by the reporting entity for its own 
account, and shall not include any costs related to 
production, general corporate overhead, or similar 
activities. 


(3) Amortization of capitalized costs. Capitalized 
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costs within a cost center shall be amortized on the 
unit-of-production basis using proved oil and gas 
reserves, as follows: 


(i) Costs to be amortized shall include (A) all 
capitalized costs, less accumulated amortization, 
other than the cost of properties, described in para- 
graph (ii) below; (B) the estimated future expenditures 
(based on current costs) to be incurred in developing 
proved reserves; and (C) estimated dismantlement and 
abandonment costs, net of estimated salvage values. 


(ii) The cost of unusually significant investments in 
unproved properties and major development projects 
may be excluded from capitalized costs to be 
amortized, subject to the following: 


(A) Costs of acquiring and evaluating unproved 
properties may be excluded only if the costs incurred 
are unusually significant in relation to the aggregate 
costs to be amortized (e.g., the costs of acquiring 
major offshore leases). All costs of acquiring such 
properties and related exploration costs shall be 
excluded from the amortization computation until it is 
determined whether or not proved reserves are attribut- 
able to the properties. Until such a determination is 
made, the properties shall be assessed individually to 
ascertain whether impairment has occurred (see para- 
graph (c) of this section). If the results of the assess- 
ment indicate impairment, the amount of the impair- 
ment shall be added to the costs to be amortized. 


(B) Costs of major development projects may be 
excluded from amortization only if unusually signifi- 
cant development costs must be incurred prior to 
ascertaining the quantities of proved reserves 
attributable to the properties under development (e.g., 
the installation of an offshore drilling platform from 
which development wells are to be drilled, the installa- 
tion of improved recovery programs, and similar major 
projects undertaken in the expectation of significant 
additions to proved reserves). In such cases, a portion 
of the development costs identified with such a project 
may be excluded from the costs to be amortized until 
the proved reserves added as a result of the project are 
ascertainable or until it is determined that impairment 
has occurred. 


(iii) Amortization shall be computed on the basis of 
physical units, with oil and gas converted to a common 
unit of measure on the basis of their approximate 
relative energy content, unless economic circum- 
stances (related to the effects of regulated prices) 
indicate that use of units of revenue is a more appro- 
priate basis of computing amortization. In the latter 
case, amortization shall be computed on the basis of 
current gross revenues (excluding royalty payments 
and net profits disbursements) from production in rela- 
tion to future gross revenues, based on current prices 
(including consideration of changes in existing prices 


provided only by contractual arrangements), from 
estimated production of proved oil and gas reserves. 
The effect of a significant price increase during the 
year on estimated future gross revenues shall be 
reflected in the amortization provision only for the 
period after the price increase occurs. 


(iv) In some cases it may be more appropriate to 
depreciate natural gas cycling and processing plants 
by a method other than the unit-of-production method. 


(v) Amortization computations shall be made on a 
consolidated basis, including investees accounted for 
on a proportionate consolidation basis. Investees 
accounted for on the equity method shall be treated 
separately. 


(4) Limitation on capitalized costs: (i) For each cost 
center, capitalized costs, less accumulated amortiza- 
tion and related deferred income taxes, shall not 
exceed an amount (the cost center ceiling) equal to the 
sum of: (A) the present value of future net revenues 
from estimated production of proved oil and gas 
reserves as defined in paragraph (k)(6) of this section, 
plus (B) the cost of properties not being amortized 
pursuant to paragraph (i)(3)(ii) of this section; plus (C) 
the lower of cost or estimated costs being amortized; 
less (D) income tax effects related to differences 
between the book and tax basis of the properties 
involved. 


(ii) If unamortized costs capitalized within a cost 
center, less related deferred income taxes, exceed the 
cost center ceiling, the excess shall be charged to 
expense and separately disclosed during the period in 
which the excess occurs. Amounts thus required to be 
written off shall not be reinstated for any subsequent 
increase in the cost center ceiling. 


(5) Production costs. All costs relating to production 
activities, including workover costs incurred solely to 
maintain or increase levels of production from an 
existing completion interval, shall be charged to 
expense as incurred. 


(6) Mineral property conveyances and related trans- 
actions. The provisions of paragraph (h) of this 
section, “Mineral property conveyances and related 
transactions if the successful efforts method of 
accounting is followed,” shall apply also to those 
reporting entities following the full cost method except 
as follows: 


(i) Sales and abandonments of oil and gas properties. 
Sales of oil and gas reserves in place and abandon- 
ments of properties shall be accounted for as adjust- 
ments of capitalized costs, with no gain or loss 
recognized, unless such adjustments would signifi- 
cantly alter the relationship between capitalized costs 
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and proved reserves of oil and gas attributable to a cost 
center. A significant alternation would not ordinarily be 
expected to occur for sales involving less than 25 
percent of the reserve quantities of a given cost center. 
lf gain or loss is recognized for such a sale, total 
capitalized costs within the cost center shall be 
allocated between the reserves sold and reserves 
retained on the same basis used to compute amortiza- 
tion, unless there are substantial economic differences 
between the properties sold and those retained, in 
which case capitalized costs shall be allocated on the 
basis of the relative fair values of the properties. 


(ii) Purchases of reserves. Purchases of oil and gas 
reserves in place ordinarily shall be accounted for as 
additional capitalized costs within the applicable cost 
center; however, significant purchases of production 
payments or properties with lives substantially shorter 
than the composite productive life of the cost center 
shall be accounted for separately. 


(iii) Drilling arrangements. Consistent with the 
provisions of paragraph (h) of this section, no income 
shall be recognized from sales of unproved properties 
or participation in various forms of drilling arrange- 
ments involving oil and gas producing activities (e.g., 
carried interest, turnkey wells, management fees, etc.) 
if the sales of unproved properties or drilling arrange- 
ments related thereto, in substance, will provide for the 
receipt or retention of an economic interest in any form 
in the properties. Circumstances in which income may 
be recognized are limited to situations where (A) the 
cash consideration received from the sale of unproved 
properties or drilling arrangements involving oil and 
gas producing activities exceeds the total cost of the 
properties plus any exploration and development 
costs to be subsequently incurred, or (B) the cash 
compensation represents reimbursement for amounts 
currently charged to expense. In the case of partner- 
ship or joint venture operations undertaken by the 
entity that involve more than one property, the deter- 
mination of whether the cash compensation exceeds 
the cost of the properties shall be made based on the 
entity’s participation in the total operations of the 
partnership or joint venture, rather than on a property- 
by-property basis. If the cash consideration received 
represents reimbursement of organization, offering, 
general and administrative expenses, etc., such 
. compensation may be recognized as income only to 
the extent that costs have been currently incurred and 
charged to expense. 


(7) Disclosures. Reporting entities that follow the full 
cost method of accounting shall disclose all of the 
information required by paragraph (k) of this section, 
with each cost center considered as a separate 
geographic area, except that reasonable groupings 
may be made by cost centers that are not significant in 
the aggregate. In addition: 
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(i) For each cost center for each year that an income 
statement is required, disclose the total amount of 
amortization expense (per equivalent physical unit of 
production if amortization is computed on the basis of 
physical units or per dollar of gross revenue from 
production if amortization is computed on the basis of 
gross revenue). 


(ii) State separately on the face of the balance sheet 
the aggregate of the capitalized costs of unproved 
properties and major developments projects that are 
excluded, in accordance with paragraph (i)(3) of this 
section, from the capitalized costs being amortized. 
Provide a description in the notes to the financial state- 
ments of the current status of the significant properties 
or projects involved, including the anticipated timing 
of the inclusion of the costs in the amortization 
computation and, to the extent possible, the potential 
future impact on the amortization rate. In addition, 
indicate the nature of the costs by category and the 
approximate date on which costs were first incurred 
with respect to each such property or project. 


These amendments are adopted pursuant to authority 
in sections 6, 7, 8, 10 and 19(a) [15 U.S.C. 77f, 77g, 
77h, 77j, 77s] of the Securities Act of 1933; sections 12, 
13, 15(d), and 23(a) [15 U.S.C. 781, 78m, 780(d), 78w] of 
the Securities Exchange Act of 1934; section 5(b), 14, 
and 20(a) [U.S.C. 79e, 79n, 79t] of the Public Utility 
Holding Company Act of 1935; sections 8, 30, 31(c) 
and 38(a) [15 U.S.C. 80a-8, 80a-29, 80a-30(c), 
80a-37(a)] of the Investment Company Act of 1940; and 
section 503 [42 U.S.C. 6383] of the Energy Policy and 
Conservation Act of 1975. 


Pursuant to section 23(a)(2) of the Securities Exchange 
Act, the Commission has considered the impact that 
these rules might have on competition and has 
concluded that to the extent the rules impose burdens 
on competition, such burdens are necessary and 
appropriate in furtherance of the purposes of the 
securities laws. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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Release No. 15418/December 19, 1978 
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DISCLOSURE OF OIL AND GAS RESERVES AND 
OPERATIONS 


AMENDMENTS TO REGULATION S-K 
AGENCY: Securities and Exchange Commission 
ACTION: Final Rules 


SUMMARY: The Commission is amending certain 
disclosure forms and regulation to standardize and 
improve its disclosure requirements relating to oil and 
gas reserves and operations. The amendments 
incorporate into Regulation S-K requirements for 
disclosure of: (1) the present value of future net 
revenues from estimated production of proved oil and 
gas reserves; (2) any favorable or adverse event since 
the end of the most recent fiscal year which is believed 
to have caused a significant change in the proved 
reserves; (3) the average sales price and average 
production cost per unit of oil and gas produced; and 
(4) historical information concerning the number of 
productive and dry wells drilled. The amendments 
expand the disclosure of the net quantities of proved 
reserves from “as of a reasonably current date” to a 
period of five years and expand the types of companies 
which are required to disclose information concerning 
the estimated availability of oil and gas from principal 
sources. An exemption from these disclosure 
requirements has been provided for registrants whose 
oil and gas activities do not exceed specified criteria. 
The requirement in the temporary instruction to Item 
2(b) of Regulation S-K (proposed as Note 2) that 
certain data be provided as non-financial statement 
information only for the fiscal year ending after 
December 25, 1978, and on or before December 25, 
1979, also is being adopted. 


EFFECTIVE DATE: Effective for fiscal years ending 
after December 25, 1978, for initial filings made on or 
after January 29, 1979. However, as provided in the text 
of this release under “Effective Date,” certain filings 
need not comply with the temporary instruction until 
June 30, 1979. 


FOR FURTHER INFORMATION CONTACT: Richard 
B. Smith, Office of Engineering (202/376-2391); J. 
Rowland Cook, Office of Disclosure Policy and 
Proceedings (202/755-1750); Joseph H. Schmitt, 
Division of Corporation Finance (202/376-2380); or 


James L. Russell, Office of the Chief Accountant 
(202/755-0222), Securities and Exchange Commission, 
500 North Capitol Street, Washington, D.C. 20549. 


SUPPLEMENTARY INFORMATION: On August 31, 
1978, the Commission published for comment 
proposed amendments to certain disclosure forms 
promulgated under the Securities Act of 1933 (““Securi- 
ties Act”) [15 U.S.C. 77a et seq., as amended by Public 
L. 94-29 (June 4, 1975)] and the Securities Exchange 
Act of 1934 (“Exchange Act”) [15 U.S.C. 78a et seq., as 
amended by Public L. 94-29 (June 4, 1975)].1 The 
proposals were published in conjunction with a 
separate release adopting rules relating to financial 
accounting for oil and gas producing activities? to 
achieve uniformity and integration with those 
accounting rules and to provide more meaningful 
disclosure regarding oil and gas reserves and 
operations. 


This release summarizes the amendments proposed in 
Release No. 33-5967, the comments received on the 
proposed amendments? and the action taken with 
respect thereto. 


A. DISCUSSION OF COMMENTS AND THE FINAL 
RULES 


Regulation SK, Item 2(a) - Instruction 3 


This instruction as adopted requires that, in the case of 
an extractive enterprise, material information should 
be given as to production, reserves, locations, 
developments and the nature of the registrant’s 
interest. If individual properties are of major signifi- 
cance to any industry segment, more detailed informa- 





1Securities Act Release No. 5967 (August 31, 1978), 
(43 FR 40720), (“Release No. 33-5967”). 


2Securities Act Release No. 5966 (August 31, 1978), 
(43 FR 40688) (“Release No. 33-5966”). Those rules 
also apply in the preparation of accounts by persons 
engaged, in whole or in part, in the production of crude 
oil or natural gas in the United States for purposes of 
filing with the Department of Energy (“DOE”) reports of 
energy information that are subject to the requirements 
of the Energy Policy and Conservation Act of 1975, 89 
Stat. 871. 


3Comments were received from 53 commentators. The 
comments are available for public inspection and 
copying at the Commission’s Public Reference Room, 
1100 L Street, N.W., Washington, D.C. 20549. 
Requests should refer to File No. S7-752. 


SEC DOCKET/499 





tion concerning these matters should be furnished as 
well as maps which disclose location data of the 
significant properties. Under regulations existing prior 
to the adoption of these amendments, Instruction 3 of 
Item 2(a) of Regulation S-K required that that more 
detailed information should include, if appropriate, the 
results of development in the area and significant 
geological structures and formations. 


The Commission believed that the phrase “significant 
geological structures and formations” was unduly 
restrictive and proposed in Release No. 33-5967 that 
* more useful information could be obtained if the 
discussion included any “significant geological data.” 
Several commentators believed that any disclosure of 
the results of development in the area and significant 
geological data (and apparently significant geological 
structures and formations as the rule previously 
required) would cause premature public disclosure of 
valuable competitive information, as in the case of a 
very large discovery with unleased offset acreage 
will subsequently be included in a competitive lease 
sale. In addition, it was asserted that disclosure in 
such situations would make valuable information 
available to prospective competitors (particularly 
foreign companies who might not have to reciprocate) 
without compensation to those who have expended 
large sums of money for its development. 


It was not the Commission’s intention that registrants 
be required to disclose proprietary information to their 
competitors. Accordingly, the Commission has 
deleted the proposed requirement that the results of 
development in the area and significant geological data 
be disclosed. However, the Commission still believes 
that when individual properties are of major signifi- 
cance to an industry segment more detailed 
information concerning production, reserves, loca- 
tions, developments and the nature of the registrant’s 
interest should be disclosed. 


Regulation S-K, Item 2(a) - Instruction 4 


The first sentence of the proposed amendment to 
Instruction 4 has been revised to indicate more clearly 
when the staff of the Office of Engineering, Division of 
Corporation Finance, should be consulted about 
submissions of supplemental information concerning 
estimates of reserves. This codifies existing practices 
of the Office of Engineering which may review the full 
report of the engineer or other expert who estimated 
the reserves whether or not that report is specifically 
referred to in the document. Some commentators 
indicated that they should not be required to supply the 
full report since it contains confidential information 
and it may be subject to the Freedom of Information 


500/SEC DOCKET 


Act.4 However, the Office of Engineering has been 
requesting the full report as supplemental information 
for many years and the Commission codified this 
existing practice on May 12, 1976.9 Normally, the 
registrant and its engineers or other experts will 
discuss the full report at a meeting with the staff of the 
Office of Engineering. At the conclusion of the 
meeting, the registrant usually retains possession of 
the report. If the registrant submits the full report by 
mail, the staff of the Office of Engineering will 
generally return it to the registrant at the completion of 
their review. Therefore, these full reports will usually 
not be kept in the possession of the Commission for 
any extended period. In this regard, the instruction has 
been modified to clearly indicate that the registrant 
may request the return of the full report. However, the 
registrant should realize that, absent an exemption, 
the full report may be subject to a request under the 
Freedom of Information Act while that report is in the 
possession of the staff. 


Nonetheless, the Commission believes that it is 
necessary for its staff to have the option to review this 
report in order to make sure that the appropriate 
procedures were used in determining the estimates of 
proved reserves and that such estimates are 
reasonable. The registrant is urged to consult with the 
staff of the Office of Engineering prior to filing in order 
to determine if any supplemental information will have 
to be furnished to the staff and, if so, what type of 
information is to be furnished. This procedure should 
help expedite review of the registrant’s document. 





45 U.S.C. 552. 


5See, Securities Act Release No. 5706 (May 12, 1976) 
[41 FR 21764] (“Release No. 33-5706”) announcing the 
adoption of amendments to Forms S-1 and S-7 and 
publication of an amendment to Guide 28 of the Guides 
for the Preparation and Filing of Registration State- 
ments under the Securities Act of 1933, and the 
adoption of amendments to Forms 10 and 10-K and 
publication of amendments to Guide 2 of the Guides 
for the Preparation and Filing of Reports and Proxy and 
Registration Statements under the Securities Ex- 
change Act of 1934 relating to the disclosure of esti- 
mates of oil and gas reserves. See also, Securities Act 
Release No. 5893 (December 23, 1977) [42 FR 65554] 
incorporating the disclosure required by Release No. 
33-5706 with Regulation S-K. 


6For example, see 17 CFR § 200.80(b)(9) which con- 
siders geological and geophysical information and 
data, including maps, concerning wells to be non- 
public matters. 














Instruction 4 also requires that if the estimates of 
proved reserves of oil and gas are represented as being 
based on estimates prepared or reviewed by independ- 
ent consultants, those independent consultants 
should be named in the document.’ The Commission 
believes that identification of the independent 
consultant(s) is important to an evaluation by investors 
of the reserve information. This instruction applies to 
all extractive enterprises whose reserves are 
represented as being based on estimates prepared or 
reviewed by independent consultants. Although 
Release No. 33-5967 proposed that this instruction 
apply only to estimates of proved reserves of oil and 
gas, the Commission believes that it would not cause 
an undue burden and that it would conform to present 
administrative practice to extend this instruction to 
extractive enterprises other than oil and gas enter- 
prises. 


Release No. 33-5967 proposed that a summary letter 
from any independent consultant who prepared or 
reviewed estimates of proved oil and gas reserves be 
included in the document. Several commentators 
indicated that the summary letter required disclosure 
of items which were meaningless and were not 
disclosed elsewhere in the document, i.e., proved 
developed producing and proved developed non- 
producing reserves and the estimated productive life of 
the reserves. In addition, other commentators ques- 
tioned whether the Commission was proposing that 
the present value of future net revenues be determined 
by an independent consultant if that consultant 
estimated the reserves. 


The Commission did not propose and is not requiring 
that independent consultants prepare or review 
estimates of proved reserves of oil and gas. Nor is the 
Commission requiring that independent consultants 
determine the present value of future net reserves if 
those independent consultants prepare or review the 
estimates of proved reserves. The Commission 
believes that the comments about the usefulness of the 
letter have some merit, especially since independent 
accountants will be expressing an opinion on financial 
information which includes estimates of proved 
reserves of oil and gas beginning with fiscal years 
ending after December 25, 1979. Therefore, the 
proposed requirement for such a letter has been 
deleted from the adopted Instruction 4. 





7Section 7 of the Securities Act presently requires that 
the expert be named, but the Exchange Act has no 
comparable provision. The Commission under the 
general rulemaking authority granted by Section 23(a) 
of the Exchange Act has amended Regulation S-K to 
require that such an expert be named in documents 
filed under the Exchange Act. 


Regulation S-K, Item 2(b) - Instruction 1 


Instruction 1 of Item 2(b) provides that limited partner- 
ships or joint ventures under certain conditions are not 
required to include the information specified by Item 
2(b). This exemption is the same as adopted in Release 
No. 33-5706. 


Regulation S-K, Item 2(b) - Instruction 2 


Instruction 2 of Item 2(b), through a cross-reference to 
Regulation S-X, 17 CFR § 210.3-18(k), provides an 
exemption from disclosure requirements of Item 2(b) 
for registrants whose revenue, income, and assets 
relating to oil and gas producing activities are less than 
ten percent of the corresponding consolidated 
amounts. For purposes of the asset criterion, proved 
oil and gas properties are to be measured on the basis 
of “the present value of estimated future net revenues” 
rather than historical cost. Several commentators 
requested that such guidelines be established for 
determining when oil and gas operations are material. 
The Commission agrees that guidance would be 
beneficial to registrants in order to determine when the 
disclosure of oil and gas operations is appropriate. 


Regulation S-K, Item 2(b) - Instruction 3 


Instruction 3 of Item 2(b) states that the definitions in 
Regulation S-X, § 210.3-18(a) shall apply to Item 2(a) 
with respect to oil and gas operations and to Item 2(b). 
This more clearly indicates the intent of the Commis- 
sion. The cross-reference in the proposed rules 
(included as part of paragraph (b)(1) appeared to limit 
the definitions of terms,such as proved reserves,to 
paragraph (b)(1). This was not the intent of the 
Commission and the cross-reference in this instruction 
as adopted clarifies this. 


Regulation S-K, Item 2(b) - Instruction 4 


Instruction 4 of Item 2(b) states that disclosure of 
estimates of probable or possible reserves and any 
estimated value thereof shall not be disclosed in any 
document publicly filed with the Commission. Prior to 
the adoption of the amendment to Regulation S-K, 
Instruction 2 to Item 2(b) stated “Estimates of future 
recoverable oil and gas shall be limited to proved 
developed and proved undeveloped future net 
recoverable reserves.” Although this statement was not 
included in the proposed disclosure requirements of oil 
and gas reserves and operations in Release No. 
33-5967, the Commission intended no substantive 
change in the disclosure practices concerning such 
reserves. However, since in the past an occasional 
document has contained information concerning 
probable or possible reserves when originally filed, the 
Commission believes that an affirmative statement 
reflecting the present practice is appropriate. The 
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reason the Commission does not permit disclosure of 
these reserves is that estimates of probable or possible 
reserves and any value thereof are not sufficiently 
reliable to be included in any publicly filed document 
and disclosure of this information may be misleading 
to investors. 


. Regulation S-K, Item 2(b) - Temporary Instruction 


The disclosure requirements of the temporary instruc- 
tion apply only for the fiscal year ending after 
December 25, 1979, and on or before December 25, 
1979, thereafter the information required to be filed by 
’ this instruction will be disclosed as part of the 
financial statements pursuant to Regulation S-X, § 
210.3-18(k). The temporary instruction requires 
disclosure of the following: (1) capitalized costs as of 
the end of such fiscal year (paragraph i); (2) costs 
incurred in oil and gas producing activities for such 
fiscal year (paragraph ii); (3) revenues from producing 
oil and gas for such fiscal year (paragraph iii); (4) 
estimated quantities of proved reserves (and changes 
therein), of proved developed reserves, of quantities 
applicable to long-term supply or similar agreements 
with foreign governments or authorities in which the 
registrant acts as producer, and the registrant’s share 
of proved reserves of its investees accounted for by the 
equity method for such fiscal year (paragraph iv); and 
(5) information on future net revenue from estimated 
production of proved oil and gas reserves including 
information concerning the present value of the 
estimated future net revenues as of the end of such 
fiscal year or for such fiscal year, as applicable 
(paragraph v). 


Paragraphs (i), (ii), (iii) are adopted as proposed in 
Release No. 33-5967. However, paragraph (iv) has been 
modified to indicate more clearly that the period of 
time for which data specified by Regulation S-X, 
§ 210.3-18(k)(5) is to be disclosed is just the 1978 fiscal 
year. This modification is not intended as a substan- 
tive change from paragraph (iv) as proposed in Release 
No. 33-5967. 





8See Sunray DX Oil Co. v. Helmerich & Payne, Inc. , 398 
F. 2d 447, 451 (1968) which stated the following in 
arriving at its opinion that failure to disclose informa- 
tion concerning probable oil reserves of off-shore 
tracts in a proxy statement did not constitute a vio- 
lation of Section 14(a) of the Exchange Act: 


Any statement concerning “oil reserves” 
other than in the category of the “proved” 
could certainly be misleading to any 
investor other than one who is an expert in 
the industry. 
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Paragraph (iv) to the temporary instruction contains, 
among other things, instructions for disclosure of 
reserves when there has been a recent takeover or 
nationalization by a foreign government or when a 
foreign government restricts the disclosure of 
estimated reserves under its governmental authority. 
These instructions applied to the disclosure of 
estimates of proved reserves under regulations existing 
prior to the adoption of these amendments and will 
apply to the disclosure of these estimates when the 
most recent annual financial statements included in 
the documents are for fiscal years ending after 
December 25, 1979. As proposed in Release No. 
33-5967, the instructions would not have applied to the 
fiscal year ending after December 25, 1978, and on or 
before December 25, 1979. The Commission believes 
that there is no reason for not applying these instruc- 
tions to this interim period and has, therefore, adopted 
them. The instruction with regard to updating reserve 
information has also been included for this interim 
period since any event which is believed to have caused 
a significant change in proved reserves should be 
brought to the attention of investors. 


Several commentators suggested that the safe harbor 
provision of Regulation S-X, § 210.3-18(k)(6) apply to 
the disclosure of future net revenues from estimated 
production of proved oil and gas reserves for the period 
ending after December 25, 1978, and on or before 
December 25, 1979. The Commission agrees that the 
safe-harbor concept embodied in Regulation S-X, 
210.3-18(k)(6) should be applied to the information 
disclosed under the temporary instruction and, there- 
fore, has incorporated the safe-harbor provision as part 
of paragraph (v) of the temporary instruction. 


A number of commentators expressed concern with the 
Commission’s proposal to require disclosure of the 
present value of estimated future net revenues from 


production of proved reserves. They stressed the: 


uncertainties inherent in estimating quantities of 
proved reserves and the need for judgment in 
projecting rates of production and the timing of 
development expenditures. Some also indicated that 
the valuation methodology based on current prices and 
costs and a ten percent discount rate would not neces- 
sarily provide a meaningful indication of the current 
value of proved reserves. Similar arguments were made 
previously in respone to the Commission’s original 
proposals for such disclosures and were discussed in 
detail in Release No. 33-5966. In that release, the 
Commission expressed its conclusion that the 
usefulness of this supplemental information out- 
weighs the limitations associated with the subjective 
nature of the data and the necessary use of a uniform 
valuation methodology. The Commission continues to 
believe that development of this information is essen- 
tial if significant improvement in financial reporting for 
the oil and gas producing industry is to be achieved. 
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Most of the commentators, however, focused their 
attention on the specific proposal to require the 
disclosure of estimated quantities and present values 
of oil and gas in the “Description of Property” section 
of filings covering the fiscal year ending after 
December 25, 1978, and on or before December 25, 
1979. They believed the relatively. late imposition of 
such a requirement for calendar year 1978 filings would 
place an unreasonable burden on registrants. There 
would not be ample time, it was argued, for the proper 
development of methods and procedures on an 
objective and cost effective basis. It was pointed out 
that the preparation of estimates of reserves valuations 
will require experimentation and testing to establish 
the validity of the techniques being used, as well as the 
development of new computer programming. This 
substantial time commitment would be in addition to 
the burden of modifying accounting systems and 
records for changes required by the retroactive 
adoption of the specified form of successful efforts or 
full cost accounting. It was also pointed out that 
companies must devote a significant effort to comply- 
ing with the requirements of the Natural Gas Policy Act 
of 1978 and with the Department of Energy’s Financial 
Reporting System for which 1977 reports are due on 
February 1, 1979. 


In addition to the time burdens, a number of 
commentators expressed the belief that disclosure of 
reserve information and operating data would be 
inappropriate at this time. Although the information 
called for in the proposed rules would not be required 
to be examined by independent accountants, it would 
be subject to audit for purposes of 1979 financial state- 
ments. It was argued that this could result in subse- 
quent revisions to the initial disclosures. Also, the 
disclosure of 1978 data on capitalized costs, costs 
incurred, revenues, etc., might have to be restated in 
the following year for the effects of the retroactive 
adoption of the required accounting changes. 


For these reasons, many commentators urged that the 
disclosure of reserve quantities and values and of 
operating data be postponed for one year. Alterna- 
tively, they recommend only partial application of the 
requirements, e.g., that only reserve quantities be 
disclosed, that the requirement apply only to domestic 
operations, or that smaller companies be exempted. 
Others requested that the disclosures be treated on an 
“experimental” basis, submitted directly to the 
Commission and not as part of the 10-K filing. 


The Commission has. given careful consideration to 
these comments and is fully aware that a significant 
commitment of resources will be required in order to 
develop the information specified by the new rule. 
However, the Commission considers this reserve 
information to be of such significance to a complete 
presentation of the financial position of oil and gas 


producers that every effort should be made to make it 
available to investors as soon as practicable. Further- 
more, experience in the preparation and reporting of 
reserve information is critical to the timely considera- 
tion of reserve recognition accounting. Limitations to 
the applicability of the reporting requirements would 
reduce the quantity and comprehensiveness of the 
data, thereby limiting the experience upon which to 
assess the methodology that has been prescribed and 
to ascertain the most meaningful form of presentation. 


The Commission realizes, however, that for some 
registrants it might be an undue burden to compile the 
information required by the temporary instruction to 
Item 2(b) during the first quarter of 1979. As to 
documents under the Securities Exchange Act of 1934 
required to be filed prior to June 30, 1979, and as to 
registration statements under the Securities Act of 
1933 which become effective before such date, 
registrants may either comply with the disclosure 
requirements of the temporary instruction, or with 
those disclosure requirements relating to estimates of 
proved reserves existing prior to these amendments. 
However, any registrant who elects to delay in filing 
the information required by the temporary instruction 
in a document filed under the Exchange Act must file 
such information by amendment no later than June 30, 
1979.9 The Commission encourages each registrant to 
make every attempt to include the information required 
by the temporary instruction at the time the document 
is required to be filed. 


Regulation S-K, Item 2(b)(1) 


This paragraph, which does not take effect until the 
fiscal year ending after December 25, 1979, expands 
the present disclosure requirements of Item 2(b)(1) to 
reflect certain estimates of proved reserves on a five 
year basis rather than “as of a reasonably current 
date.” The information disclosed serves as a summary 
of the estimates of proved reserves presented in the 
financial statements pursuant to Regulation S-X, 
§ 210.3-18(k)(5) and as a comparison with the presenta- 
tion under Item 2(b)(3) of oil and gas produced. Para- 
graph (b)(1) also requires disclosure oi the present 
value of estimated future net revenues for each of the 
net quantities of reserves presented. These provisions 
are adopted as proposed in Release No. 33-5967. 





SHowever, the April 30, 1979, deadline for written 
comments on Securities Act Release No. 5969 [43 FR 
40726], the “Proposed Supplemental Earnings 
Summary,” is not being extended. The Commission 
Stresses the need for timely comments on this supple- 
mental disclosure in order that final rules can be 
developed in time for 1979 financial statements. 
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Instruction (a) to this item indicates the geographic 
areas for which net quantities of reserves of oil and gas 
and the present value of estimated future net reserves 
are to be disclosed. It is also adopted as proposed in 
Release No. 33-5967. 


Instruction (b) to this item has been clarified to 
indicate that disclosure should be given of the effect 
on ownership of reserves of any takeover or 
nationalization by foreign governments of properties 
owned by the registrant which has occurred “within the 
last fiscal year.” Although the basic provision was 
adopted in the amendments announced in Release No. 
33-5706, some commentators were unclear as to 
whether the discussion was based on _ historical 
information or was a prediction of a future event. The 
instruction as adopted clearly indicates that the 
discussion should be based on historical information. 
However, it should be noted that, if there exists a 
reasonable possibility of a risk of takeover or nationali- 
zation of properties owned by the registrant in that 
foreign country, appropriate disclosure of that risk 
should be made in the document. 


Instruction (c) to this item has been modified to 
include those situations when any foreign government 
requires the disclosure of reserves other than proved. 
This codifies existing practices of the Office of 
Engineering, Division of Corporation Finance, which 
requires the document to identify the country, cite the 
law or regulation which requires such disclosure, and 
indicate that the reserve estimates for that geographic 
area include reserves other than proved. 


Instruction (d) of this item has been modified to 
indicate that the statement as to whether any event has 
caused a significant change in the estimated proved 
reserves may be based on the belief of the registrant. 


Regulation S-K, Item 2(b)(2) 


This paragraph requires disclosure of any other federal 
authority or agency with whom estimates of proved oil 
and gas reserves have been filed and an explanation for 
differences between such estimates and the estimates 
included in the document. This information need not 
be disclosed if the difference between the total reserve 
estimate included in the Commission filing and the 
total reserve estimate filed with the authority or agency 
does not exceed five percent. The Commission has 
deleted the requirement for disclosure of reserve 
estimates filed with foreign governmental authorities 
since it believes such information usually is not 
material to an investment decision. 


Regulation S-K, Item 2(b)(3) 


This paragraph requires disclosure for each of the last 
five years of (1) oil and gas produced; and (2) oil and 
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gas received under long-term or similar agreements 
with foreign governments or authorities in which the 
registrant acts as producer. This provision is adopted 
as proposed in Release No. 33-5967. 


The average sales price per unit of oil produced and of 
gas produced and the average production cost per unit 
of production are required to be disclosed for the last 
five fiscal years. Several commentators indicated that 
it would be an undue burden to obtain this information 
for years ending prior to December 25, 1978. The 
Commission believes that this comment has some 
merit and, therefore, will not require registrants to 
disclose the information for fiscal years ending prior to 
December 25, 1978. However, the Commission 
encourages registrants to disclose this information for 
periods ending prior to December 25, 1978, if obtaining 
such information would not be an undue burden on 
them. 


Instructions (a), (b), and (d) to this item are adopted as 
proposed in Release No. 33-5967. The discussion of 
“production of natural gas” in Instruction (c) has been 
modified to indicate that recovered gas-lift gas and 
reproduced gas should not be included in production 
until sold. 


Instruction (e) to Item 2(b)(3) indicates that units of 
production shall be expressed in common units of 
production with oil or gas converted to a common unit 
of measure on the basis of its approximate relative 
energy content or by the gross revenue method, 
depending on the method of accounting used. 


Regulation S-K, Item 2(b)(4) 


This paragraph requires disclosure of productive wells 
and developed acres. Some of the commentators 
expressed confusion as to what type of acreage was to 
be disclosed under this paragraph and under Item 
2(b)(5). The Commission adopted the terminology 
“developed acres” in order to be consistent with 
disclosure required by DOE in Form EIA-28.19 


Instructions (a) and (d) to this item are adopted as 
proposed in Release No. 33-5967. The Commission has 
clarified in Instructions (b) and (c) to paragraph (b)(4) 
that the only type of interest which is to be used in 
determining gross and net wells and acres is a 
“working interest.” Instruction (e) has been added 
to this item to clarify the meaning of “productive wells” 
as that term is used to define “developed acres.” 


Regulation S-K, Item 2(b)(5) 





1043 FR 27056. 
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This paragraph requires disclosure of undeveloped 
acreage and, as indicated above, is consistent with 
disclosure required by ElA-28. Since some commenta- 
tors were confused by the definition for “undeveloped 
acreage” which were proposed in Release No. 33-5967, 
the Commission has adopted definitions which it 
believes to be consistent with .Form EIA-28 and 
industry practice. 


Regulation S-K, Item 2(b)(6) 


This paragraph requires disclosure of productive and 
dry exploratory and development wells drilled during 
the last five fiscal years. As with Item 2(b)(3)(ii), 
several commentators indicated that it would be an 
undue burden to obtain this information for periods 
ending prior to December 25, 1978. Therefore, the 
Commission will not require that this historical 
information be disclosed for fiscal years ending prior 
to December 25, 1978. 


Many commentators objected to the proposal in 
Release No. 33-5967 of disclosure of net drilling 
footage of exploratory and development wells. They 
believed that the disclosure of such information did not 
justify the burden of compliance. After reconsideration 
of the benefits to be derived from this disclosure, the 
Commission has decided to delete the proposal. 


Regulation S-K, Item 2(b)(7) 


This paragraph requires disclosure of the present 
activities of the registrant. Several commentators 
questioned whether “wells temporarily suspended” 
should be disclosed here or under Item 2(b)(6) as part 
of wells drilled. The Commission believes that wells 
temporarily suspended should be included under Item 
2(b)(7) as part of wells in process of drilling. These 
wells would not be included under Item 2(b)(6) since 
that information is limited to wells “completed” as that 
term is defined in Instruction (d) to Item 2(b)(6). In 
order to eliminate any confusion, however, the 
Commission has indicated in Item 2(b)(7) that wells in 
process of drilling include ‘wells temporarily 
suspended.” 


Regulation S-K, Item 2(b)(8) 


This paragraph requires that registrants who are obli- 
gated to supply fixed and determinable quantities of oil 
and gas in the future under existing contracts or agree- 
ments provide: (1) certain information concerning the 
availability of oil and gas to the registrant; (2) the 
registrant’s delivery commitments of oi! and gas; and 
(3) the steps taken by the registrant to insure available 
reserves and supplies are sufficient to meet such 
commitments. 


Several commentators recommended that the 


proposed disclosure requirements in Release No. 
33-5967 be limited to obligations arising under 
warranty contracts (i.e., the producer is obligated to 
make good on a particular commitment) and not 
include obligations under deliverability contracts (i.e., 
producers are obligated to deliver oil and gas only if 
production is operationally feasible). 


The Commission is of the view that this paragraph 
should not be limited to warranty contracts since there 
are other types of contracts or agreements which obli- 
gate the registrant to provide fixed and determinable 
quantities of oil or gas in the future. However, the 
Commission believes that this paragraph should not 
apply to those contracts or agreements which specify 
that indefinite quantities of oil or gas are to be provided 
by the registrant. Therefore, this paragraph as adopted 
has been revised to indicate that the registrant need 
only disclose the required information if the registrant 
is obligated to provide fixed and determinable 
quantities of oil or gas in the future. Such required 
information includes the total quantities of oil and gas 
which are subject to delivery commitments. With 
respect to this disclosure, the term “customers’ 
requirements” which appeared in conjunction with the 
term “commitment” in Release No. 33-5967 and which 
was originally adopted in Release No. 33-5706 has 
been deleted since the term “commitment” is consis- 
tent with industry practice and adequately indicates 
what information is to be disclosed, i.e., fixed and 
determinable quantities of reserves and supplies 
committed to a customer under terms of a purchase 
contract. 


A few commentators indicated that compliance with a 
literal reading of the proposed paragraph would result 
in disclosure of every sales and purchase contract, 
regardless of the contract’s significance. It was not the 
intention of the Commission to require disclosure of 
insignificant contracts and, therefore, the proposed 
paragraph has been modified, where appropriate, to 
indicate that only significant contracts are to be dis- 
closed and that only total amounts need be given. 


Proposed Item 2(b)(8)(iii)(B) has been revised to 
include those reserves or supplies subject to curtail- 
ments. This modification clarifies the intent of the 
Commission and codifies existing practices. 


B. CERTAIN FINDINGS 


As required by Section 23(a)(2) of the Exchange Act, 
the Commission has specifically considered the 
impact which the amendments adopted herein would 
have on competition and has concluded that they 
impose no significant burden on competition. In any 
event, the Commission has determined that any 
possible burden will be outweighed by, and is 
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necessary and appropriate to achieve, the benefits of 
these amendments to investors and registrants. 


C. EFFECTIVE DATE 


These amendments are effective for documents filed 
with the Commission when the most recent annual 
financial statements included in the documents are for 
fiscal years ending after December 25, 1978 and if the 
filing is initially made on or after January 29, 1979. 


Notwithstanding the effective date of these amend- 
ments, registrants who are required to file documents 
under the Exchange Act prior to June 30, 1979, are not 
required to disclose information required by the 
temporary instruction to Item 2(b) at the time the docu- 
ment is required to be filed. However, such information 
must be filed by amendment to the document no later 
than June 30, 1979. Registrants who file documents 
under the Securities Act which become effective prior 
to June 30, 1979, are not required to disclose this 
information. Any document which does not contain 
this information at the time the document is required to 
be filed under the Exchange Act or at the time the 
document becomes effective under the Securities Act 
should contain estimates of reserves as explained 
under the temporary instruction. In addition, the text of 
the Regulation in Items 2(b)(1), 2(b)(3)(ii) and 2(b)(6) 
provides that historical information need not be 
provided for fiscal years ending prior to December 25, 
1978. Notwithstanding the effective date of these 
mandatory requirements, registrants are urged to 
comply with these new provisions as soon as possible. 


D. TEXT OF AMENDMENTS 


The Commission hereby amends Item 2 of Regulation 
S-K, Part 229 of Title 17, by revising Instruction 3 and 
adding Instruction 4 to paragraph (a) and by revising 
paragraph (b) as set forth below: 


§ 229.20 Information required in document. 


* * * * * 


Item 2. Description of property. 


(a) (No change). 


Instructions to Item 2(a). 1. (No change). 


2. (No change). 


3. In the case of an extractive enterprise, material 
information should be given as to production, reserves, 
locations, developments, and the nature of the regis- 
trant’s interest. If individual properties are of major 
significance to an industry segment: (i) more detailed 
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information concerning these matters should be 
furnished; and (ii) appropriate maps should be used to 
disclose location data of significant properties except 
in cases for which numerous maps would be required. 


4. (i) If reserve estimates are referred to in the docu- 
ment, the staff of the Office of Engineering, Division of 
Corporation Finance, of the Commission should be 
consulted. That office may request that a copy of the 
full report of the engineer or other expert who 
estimated the reserves be furnished as supplemental 
information and not as part of the filing. Upon request 
and where consistent with the protection of investors 
and with the Freedom of Information Act, 5 U.S.C. 552, 
the supplemental information will be returned to the 
registrant. 


(ii) If the estimates of reserves, or any estimated 
valuation thereof, are represented as being based on 
estimates prepared or reviewed by independent consul- 
tants, those independent consultants should be named 
in the document. 


[end of instructions to Item 2(a)] 


(b) If oil and gas operations are material to the regis- 
trant’s and its subsidiaries’ business operations or 
financial position, disclose the following under 
appropriate captions (in tabular form if practicable, and 
with cross references, where applicable, to related 
information disclosed in financial statements): 


General Instructions 


Instruction 1: Limited partnerships or joint ventures 
that conduct, operate, manage, or report upon oil and 
gas drilling or income programs which acquire 
properties either for drilling and production, or for pro- 
duction of oil, gas or geothermal steam or water are not 
required to include the information specified by this 
Item 2(b). 


Instruction 2: No information need be given in answer 
to this Item 2(b) if the registrant qualifies for the 
exemption provided in Regulation S-X, § 210.3-18(k), 
except that for the fiscal year ending after December 
25, 1978, and on or before December 25, 1979, the 
availability of the exemption need be based only on the 
most recent fiscal year. 


Instruction 3: The definitions in Regulation S-X, § 
210.3-18(a) shall apply to Item 2(a) with respect to oil 
and gas operations, and to this Item 2(b). 


Instruction 4: Estimates of probable or possible 
reserves and any estimated value thereof shall not be 
disclosed in any document publicly filed with the 
Commission. 
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[end of general instructions to Item 2(b)] 


Temporary Instruction to Item 2(b): This temporary 
instruction shall apply only for the fiscal year ending 
after December 25, 1978, and on or before December 
25, 1979. For such fiscal year, registrants shall 
disclose (in lieu of the information required by Item 
2(b)(1) below) the following: 


(i) Thecapitalized costs specified by Regulation S-X, 
§ 210.3-18(k)(2), as of the end of such fiscal year. 


(ii) The costs incurred in oil and gas producing 
activities specified by Regulation S-X, § 210.3-18(k)(3) 
for such fiscal year. 


(iii) The revenues from producing oil and gas speci- 
fied by Regulation S-X, § 210.3-18(k)(4) for such fiscal 
year. 


(iv) The data specified by Regulation S-X, 
§ 210.3-18(k)(5) (“Disclosure of estimated quantities of 
proved oil and gas reserves”) for such fiscal year. The 
instructions to Item 2(b)(1) shall apply to this 
paragraph (iv). 


(v) The information on future net revenue from 
estimated production of proved oil and gas reserves 
specified by Regulation S-X, § 210.3-18(k)(6) as of the 
end of such fiscal year or for such fiscal year, as 
applicable. This information shall be subject to the 
“safe harbor’ provision of Regulation S-X, § 210.3- 
18(k)(6). 


For purposes of paragraphs (i), (ii), and (iii) of this 
temporary instruction, the accounting measurement 
standards reflected in the registrant’s financial state- 
ments for such fiscal year shall apply. 


Registrants who are required to file documents under 
the Securities Exchange Act of 1934 prior to June 30, 
1979, are not required to disclose the information 
required by this temporary instruction at the time the 
document is required to be filed. However, such infor- 
mation must be filed by amendment to the document 
no later than June 30, 1979. Registrants who file docu- 
ments under the Securities Act of 1933 which become 
effective prior to June 30, 1979, are not required to dis- 
close this information in such documents. Any docu- 
ment which does not contain the information at the 
time the document is required to be filed under the 
Securities Exchange Act of 1934 or at the time the 
document becomes effective under the Securities Act 
of 1933 should contain as of a reasonably current date 
estimates of the following: (1) proved oil and gas 
reserves; (2) proved developed oil and gas reserves; 
and (3) oil and gas applicable to long-term supply or 
similar agreements with foreign governments or 
authorities in which the registrant acts as producer. 


The instructions to Item 2(b)(1) shall apply to the dis- 
closure of these reserve estimates. 


This temporary instruction shall be deleted from this 
Item 2(b) when the rules in Regulation S-X, § 210.3-18 
become effective for financial statements. 


[end of temporary instruction to Item 2(b)] 


2(b)(1)(i) As of the end of each of the last five fiscal 
years, (but not for fiscal years ending prior to 
December 25, 1978), estimated net quantities of: (A) 
proved oil and gas reserves; (B) proved developed oil 
and gas reserves; (C) oil and gas applicable to long- 
term supply or similar agreements with foreign govern- 
ments or authorities in which the registrant acts as 
producer; and (D) the registrant’s share of reserves of 
investees accounted for by the equity method. 


(ii) For each of the net quantities reported, the 
present value of estimated future net revenues, 
computed in accordance with Regulation S-X, § 
210.3-18(k)(6). 


The following instructions apply to this Item 2(b)(1). 


(a) If these reserves are located entirely within the 
registrant’s home country, that fact shall be disclosed. 
If some or all of the reserves are located in foreign 
countries, the disclosure of net quantities of reserves 
of oil and gas and present value of estimated future net 
revenues (as required above) shall be separately 
reported for the entity’s home country (if significant 
reserves are located there) and each foreign geographic 
area in which significant reserves are located. Foreign 
geographic areas are individual countries or groups of 
countries, as appropriate, for meaningful disclosure in 
the circumstances. 


(b) Disclosure shall be given of the effect on owner- 
ship of reserves of any takeover or nationalization 
within the most recent fiscal year by foreign govern- 
ments of properties owned by the registrant, including 
any change of a property interest into a long-term 
supply, purchase, or similar agreement. 


(c) If any foreign government restricts the disclosure 
of estimated reserves for properties under its govern- 
mental authority, or amounts under long-term supply, 
purchase, or similar agreements, or if the foreign 
government requires the disclosure of reserves other 
than proved, the registrant should notify the Office of 
Engineering, Division of Corporation Finance, of the 
Commission. If the required information is not 
disclosed or if categories of reserves other than proved 
are disclosed for these reasons, the document should 
identify the country, cite the law or regulation which 
restricts or requires such disclosure, and indicate that 
the reported reserve estimates or amounts do not 
include figures for the named country or that the 
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reserve estimates include reserves other than proved. 


(d) Ifno major discovery or other favorable or adverse 
event that is believed to have caused a significant 
change in the estimated proved reserves has occurred 
since the end of the most recent fiscal year, a state- 
ment to that effect shall be made; otherwise, an 
explanation of any such discovery or event should be 
provided, including, to the extent reasonable, an 
estimate of the proved oil and gas reserves associated 
with such discovery or event. 


{end of instrdctions to Item 2(b)(1)]} 


2(b)(2) Any estimates of total, proved net oil and gas 
reserves filed with or included in reports to any other 
federal authority or agency since the beginning of the 
last fiscal year (or a statement that there were none), 
together with the name of the authority or agency and 
an explanation of the reasons for differences, if any, 
between such estimates and the estimates included in 
the document. This requirement shall not apply if the 
difference between the total reserve estimate included 
in the Commission filing and the total reserve estimate 
filed with the federal authority or agency does not 
exceed five percent. However, a statement that the 
difference does not exceed five percent shall also be 
included. 


[end of Item 2(b)(2)] 


2(b)(3)(i) Net quantities of oil (including condensate 
and natural gas liquids) and of gas produced for each 
of the last five fiscal years and the net quantities of 
each received during each of these years applicable to 
long-term supply or similar agreements with foreign 
governments or authorities in which the registrant acts 
as producer, by areas no larger than the geographic 
areas used for estimated reserves in Item 2(b)(1) above. 


(ii) For each of the last five fiscal years (but not for 
fiscal years ending prior to December 25, 1978), by the 
same geographic areas for which production data are 
required: 


(A) the average sales price (including transfers) per 
unit of oil produced and of gas produced; and (B) the 
average production cost (lifting cost) per unit of pro- 
duction. 


The following instructions apply to this Item 2(b)(3): 


(a) Generally, net production should include only 
production that is owned by the registrant and 
produced to its interest, less royalties and production 
due others. However, in special situations (e.g., 
foreign production) net production before royalties 
may be provided if more appropriate. If “net before 
royalty” production figures are furnished, the change 
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from the common usage of “net production” should be 
noted. 


(b) Any part of natural gas liquids production 
obtained through or from processing plant ownership 
rather than through leasehold ownership should be 
reported separately, if material. 


(c) Production of natural gas should include only 
marketable production of gas on an “as sold” basis. 
Production will include dry, residue, and wet gas, 
depending on whether liquids: have been extracted 
before the registrant passed title. Flared gas, injected 
gas, and gas consumed in operations should be 
omitted. Recovered gas-lift gas and reproduced gas 
should not be included until sold. 


(d) The transfer price of oil and gas produced shall be 
determined in accordance with Regulation S-X, § 
210.3-18(k)(4). 


(e) The average production cost per unit of 
production shall be computed using production costs 
disclosed pursuant to Regulation S-X, § 210.3-18(k)(3). 
Units of production shall be expressed in common 
units of production with oil or gas converted to a 
common unit of measure on the basis used in com- 
puting amortization (relative energy content or gross 
revenue method). See Regulation S-X, § 210.3-18(e)(3) 
or (i)(3)(iii), whichever is appropriate. 


[end of instructions of Item 2(b)(3)] 


2(b)(4) As of a reasonably current date or as of the 
end of the most recent fiscal year, the total gross and 
net productive wells, expressed separately for oil and 
gas, and the total gross and net developed acres (i.e., 
acres spaced or assignable to productive wells) by the 
geographic areas for which production data are 
required pursuant to Item 2(b)(3) above. 


The following instructions apply to this Item 2(b)(4): 


(a) For purposes of this paragraph, one or more com- 
pletions in the same bore hole shall be counted as one 
well. A footnote shall disclose the number of wells 
with multiple completions. If one of the multiple com- 
pletions in a given well is an oil completion, the well 
shall be classified as an oil well. 


(b) A gross well or acre is a well or acre in which a 
working interest is owned. The number of gross wells 
is the total number of wells in which a working interest 
is owned. 


(c) Avnet well er acre is deemed to exist when the sum 
of fractional ownership working interests in gross 
wells or acres equals one. The number of net wells or 
acres is the sum of the fractional working interests 
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owned in gross wells or acres expressed as whole 
numbers and fractions thereof. 


(d) For those unusual situations in which gross and 
net data cannot be supplied, alternative disclosure 
should be furnished that adequately describes the 
registrant’s productive wells and developed acreage. 


(e) Productive wells are producing wells and wells 
capable of production. 


[end of instructions to Item 2(b)(4)] 


2(b)(5) As of a reasonably current date or as of the 
end of the most recent fiscal year, the amounts of 
undeveloped acreage, both leases and concessions, if 
any, expressed in both gross and net acres by 
appropriate geographic area, together with an indica- 
tion of acreage concentrations, and, if material, the 
minimum remaining terms of leases and concessions. 
Undeveloped acreage is considered to be those lease 
acres on which wells have not been drilled or 
completed to a point that would permit the production 
of commercial quantities of oil and gas regardless of 
whether or not such acreage contains proved reserves. 
Undeveloped acreage should not be confused with 
undrilled acreage Held By Production under the terms 
of a lease. 


[end of Item 2(b)(5)] 


2(b)(6) For each of the last five fiscal years (but not 
for fiscal years ending prior to December 25, 1978), by 
appropriate geographic areas: (a) the number of net 
productive and dry exploratory wells drilled; and (b) the 
number of net productive and dry development wells 
drilled. 


The following instructions apply to this Item 2(b)(6): 


(a) A dry well (hole) is an exploratory or a develop- 
ment well found to be incapable of producing either oil 
or gas in sufficient quantities to justify completion as 
an oil or gas well. 


(b) A productive well is an exploratory or a develop- 
ment well that is not a dry well. 


(c) The number of wells drilled refers to the number 
of wells (holes) completed at any time during the fiscal 
year, regardless of when drilling was initiated. 


(d) The term “completion” refers to the installation of 
permanent equipment for the production of oil or gas, 
or, in the case of a dry hole, to the reporting of 
abandonment to the appropriate agency. 


[end of instructions to Item 2(b)(6)] 


2(b)(7) Present activities, such as the number of 
wells in process of drilling (including wells temporarily 
suspended), waterfloods in process of installation, 
pressure maintenance operations, and any other 
related operations of material importance by 
appropriate geographic areas. This description of 
present activities should be provided for an “as of” date 
as close to the date of filing the document as reason- 
ably possible or as of the end of the most recent fiscal 
year. The disclosure of wells in the process of being 
drilled should include only those wells actually being 
drilled at the “as of” date and should be expressed in 
terms of both gross and net wells. The disclosure 
should not include wells planned but not commenced, 
unless there are factors which make such information 
material. 


[end of Item 2(b)(7)] 


2(b)(8) If the registrant is obligated to provide a fixed 
and determinable quantity of oil or gas in the future 
under existing contracts or agreements, material 
information concerning the estimated availability of oil 
and gas from any principal sources. 


(i) Such information shall be furnished as to current 
and future reserves and supplies, and shall: (A) identify 
the principal sources of oil and gas to be relied upon 
and the total available amounts expected to be received 
from each principal source and from all sources 
combined; (B) disclose the total quantities of oil and 
gas which are subject to delivery commitments; and 
(C) indicate steps taken to insure available reserves 
and supplies are sufficient to meet such commitments. 
Such future information shall be provided for an 
appropriate period of one to five years. 


(ii) The term “availability” is used herein to mean an 
estimate of that quantity of oil and gas which can be 
produced from current proved developed reserves 
using presently installed equipment under existing 
economic and operating conditions and an estimate of 
amounts that can be delivered to the registrant under 
long-term contracts or agreements on a per-day, 
per-month, or per-year basis. This term is not intended 
to have the same meaning as “deliverability” as used 
by the Federal Energy Regulatory Commission in FPC 
Form No. 15. 


(iii) The registrant should develop disclosure based 
upon the facts and circumstances of its particular 
situation, including disclosure by appropriate geo- 
graphic areas. Such disclosure should be in a form 
understandable to investors and should include, but 
not be limited to description of the following factors: 
(A) Significant supplies dedicated or contracted to the 
registrant; (B) any significant amounts of reserves or 
supplies subject to priorities or curtailments which 
may affect quantities delivered to certain classes of 
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customers, such as customers receiving services under 
low priority and interruptable contracts; (C) any priority 
allocations or price limitations imposed by federal or 
state regulatory agencies, as well as other factors 
beyond the control of the registrant which may affect 
the ability of the registrant to meet its contractual obli- 
gations (detailed discussions of price regulation need 
not be furnished); (D) any other factors beyond the 
control of the registrant, such as other parties having 
control over the drilling of new wells, competitici for 
the acquisition of reserves and supplies, and the avail- 
ability of foreign reserves and supplies which may 
affect the ability of the registrant to acquire additional 
reserves and supplies, or to maintain or increase the 
availability of reserves and supplies; and (E) any 
impact on the registrant’s earnings and financing 
needs resulting from its inability to meet short or 
long-term contractual obligations. See Guide 22 of the 
Guides for the Preparation and Filing of Registration 
Statements under the Securities Act of 1933 and Guide 
1 of the Guides for the Preparation and Filing of 
Reports and Proxy and Registration Statements under 
the Securities Exchange Act of 1934. 


(iv) If within the last five years the registrant has been 
unable to meet any significant delivery commitments, 
describe the circumstances concerning such events 
and the impact on the registrant. 


[end of Item 2(b)(8)] 


AUTHORITY 


These amendments are adopted pursuant to the 
authority in Sections 6, 7, 8, 10 and 19(a) [15 U.S.C. 
77f, 77g, 77h, 77j, and 77s(a)] of the Securities Act of 
1933; Sections 12, 13, 14, 15(d) and 23(a) [15 U.S.C. 
781, 78m, 780(d) and 78w] of the Securities Exchange 
Act of 1934. 


The Commission finds that any changes in the 
amended rules adopted from those published in 
Securities Act Release No. 5967 have already been 
generally subject to comment and are either technical 
in nature or less burdensome than previous require- 
ments so that further notice and rulemaking 
procedures pursuant to the Administrative Procedure 
Act (5 U.S.C. 553) are not necessary. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE AST OF 1934 
Release No. 15412/December 15, 1978 


The Securities and Exchange Commission announced 
pursuant to Section 12(k) of the Securities Exchange 
Act of 1934 (“Exchange Act”) the single ten day 
suspension of exchange and over-the-counter trading 
for the period commencing at 9:45 a.m. (EST) on 
December 15, 1978 and terminating at midnight (EST) 
on December 24, 1978 of the securities of Source 
Investment, Inc., a Utah corporation with principal 
executive offices located at 15760 Ventura Boulevard, 
Encino, California 91436. 


The Commission suspended trading in the securities of 
Source Investment, Inc. because of questions 
concerning recent unusual market activity and because 
of the lack of publicly available information concerning 
the company’s business and financial status, including 
the ownership of the company’s outstanding shares. 


The Commission cautions brokers, dealers, share- 
holders and prospective purchasers that they should 
carefully consider the foregoing information along with 
all other currently available information and any infor- 
mation subsequently issued by the company. 


Furthermore, brokers and dealers should be alert to the 
fact that, pursuant to Rule 15c2-11 under the Exchange 
Act, at the termination of the trading suspension, no 
quotation may be entered unless and until they have 
Strictly complied with all the provisions of said rule. If 
any broker or dealer has any questions as to whether or 
not he has complied with said rule, he should not enter 
any quotation but immediately contact the staff of the 
Division of Enforcement in Washington, D.C. If any 
broker or dealer is uncertain as to what is required by 
Rule 15c2-11, he should refrain from entering 
quotations relating to the securities in question until 
such time as he has familiarized himself with said rule 
and is certain that all of its provisions have been met. If 
any broker or dealer enters any quotation which is in 
violation of said rule, the Commission will consider the 
need for prompt enforcement action. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15413/December 15, 1978 


In the Matter of 





a 


e ( 


@ | 





~®@ 


CINCINNATI STOCK EXCHANGE 
Dixie Terminal Building 
Cincinnati, Ohio 45202 


(SR-CSE-78-2) 
ORDER APPROVING RULE CHANGE 
|. Background 


On April 18, 1978, the Commission, pursuant to 
Sections 11A and 19(b)(2) of the Securities Exchange 
Act (the “Act”), issued an order! approving a proposed 
rule change of the Cincinnati Stock Exchange (“CSE”)2 
to establish the CSE Multiple Dealer Trading System 
(“CSE System”) as a nine-month pilot program. The 
initial authorization for the CSE System will expire on 
January 31, 1979, unless an extension is approved by 
the Commission. 


The CSE System, through an electronic communica- 
tions network maintained by the CSE, enables CSE 
members, without the necessity of maintaining a 
presence on the floor of the CSE or any other 
exchange, to participate in a market conducted in 
accordance with certain auction-type trading principles 
by entering bids and offers for securities for their own 
account and as agents for their customers’ accounts. 
In addition, the CSE System rules permit a specialist 
on any national securities exchange, without becoming 
a member of the CSE, to enter bids and offers in the 
System as principal or as agent in any security in which 
that specialist is registered on another exchange. 
Orders entered into the CSE System are stored and 
queued in the CSE’s computer facilities and executions 
occur in the CSE System, pursuant to CSE Rule 9D3 
(Temporary), according to certain priorities. Priority is 
governed first by price (i.e., the highest bic and lowest 
offer) and, as to orders at the same price, by time of 
entry. However, “public agency orders,” regardless of 
time entry, are granted priority over other orders at the 
same price. 





1Securities Exchange Act Release No. 14674 (April 18, 
1978); 14 SEC Docket 817 (May 2, 1978); 43 FR 17894 
(April 26, 1978) (“April Order’). 


1CSE Rule 9D3 (Temporary). 


3A “public agency order” is defined under CSE Rule 
9D3(c) (Temporary) as “any order for the account of a 
person other than an approved dealer [in the CSE 
System], a member, ora person who could become an 
approved dealer by complying with * * * Rule [9D3 
(Temporary)] with respect to his use of the System, 
which order is represented, as agent, by a user.” 


In approving the CSE System pilot program, the 
Commission noted its responsibilities under the Act to 
ensure the development and maintenance of.a “fair 
field of competition” among brokers and dealers and 
among securities markets and concluded that the CSE 
System pilot was the type of “competition enhancing” 
development that should be permitted in light of the 
national market system mandate of the Act.* At the 
same time, the Commission noted that the CSE 
System was the private initiative of the CSE, that it was 
purely voluntary for those who chose to use it, and 
that, by its approval, the Commission was not thereby 
altering its previously articulated position that it did 
not intend “to force all auction trading into an 
electronic system with automatic execution capa- 
bilities.” 


While the CSE System proposal was initially approved 
by the Commission in April, 1978, trading in the 
System did not commence until June 6, 1978. On that 
date, the CSE designated for use in the CSE Systen 
the computer facilities formerly employed in the 
Regional Market System (“RMS”), a predecessor 
market linkage system in which the Boston, Midwest 
and Pacific Stock Exchanges, in addition to the CSE, 
participated.6 Since the start-up of the CSE System, 
the number of broker-dealers participating in the 
System has been limited. On June 13, 1978, Merrill 
Lynch, Pierce, Fenner & Smith, Inc. (“Merrill Lynch”) 
became a CSE member and an approved dealer in the 





“Approved dealers” in the CSE System, in turn, include 
CSE members who undertake certain market making 
responsibilities and meet certain minimum capital 
requirements and specialists on national securities 
exchanges who enter bids and offers in the CSE 
System in securities in which they are registered as 
specialists. 

Fora more detailed discussion of the trading priorities 
in the CSE System and other characteristics of the 
System, see April Order at 9-10, 14 SEC Docket 821-22 
(May 2, 1978). 


4april Order at 12, 14 SEC Docket at 823. 
Sid. at 4, 14 SEC Docket at 819. 


S0ne reason for the delayed start-up of the CSE 
System is attributable to the time required to make 
certain programming changes in the computer system 
formerly used in the RMS experiment. 
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CSE System and scommenced market making in two 
securities designated for trading in the CSE System.’ 
Weeden & Co. and American Securities Corp. (both 
CSE members) and certain specialists on the floors of 
the Boston, Pacific and Midwest Stock Exchanges 
have also participated as approved dealers in the CSE 
System. On September 25, 1978, Prescott, Ball & 
Turben, Inc. joined the CSE and became an approved 
dealer in the CSE System. 


ll. The Current CSE Proposed Rule Change 


On September 25, 1978, the CSE filed with the 
Commission a proposed rule change, pursuant to 
Section 19(b) of the Act and Rule 19b-4 thereunder,® to 
extend the CSE System for one year. Accordingly, if 
the proposed rule change is approved, the CSE System 
pilot program would be continued until January 31, 
1980. 


The CSE states that its proposed rule change is 
consistent with the purposes of the Act, in that, among 
other things, extension of the CSE System would 
facilitate removal of impediments to and perfection of 
the mechanism of a free and open market, in 
accordance with Section 6(b)(5) of the Act, and would 
foster fair competition among brokers and dealers and 
among exchange markets, in furtherance of Section 
11A(a)(1)(c)(ii) of the Act. The CSE further states that 
the value of the CSE System, as a national market 
system experiment, would be enhanced, if extended, 
by providing a more extensive data base with which to 
analyze trading in a computerized trading environment. 


The Commission has received a number of comments 
from self-regulatory organizations and from interested 
brokers and dealers concerning the CSE System, both 
in response to the Commission’s solicitation of views 





7Those securities were the common stock of American 
Home Products Corp. and Westinghouse Electric Corp. 
Since June, Merrill Lynch has become a market maker 
in the CSE System in six additional securities. Under 
CSE Rule 9D3 (Temporary), up to 200 securities which 
are listed on or admitted to unlisted trading privileges 
on the CSE may be designated for trading in the CSE 
System. To date, 38 securities have been so 
designated. 


8The proposed rule change (SR-CSE-78-2) was noticed 
in Securities Exchange Act Release No. 15190 
(September 25, 1978) and published in the Federal 
Register, 43 FR 44951 (September 29, 1978). Interested 
persons were invited to submit data, views and argu- 
ments concerning the proposed rule change on or 
before October 29, 1978. 
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following its approval of CSE’s initial rule filing? and in 
response to the publication of CSE’s proposal to 
extend its pilot program. 0 With the exception of the 
NYSE, the Amex and the BSE, all commentators 
generally favored Commission approval of the 
extension of the CSE System experiment. These 
commentators shared the belief that the CSE System 





9The Commission has received the following written 
comments from self-regulatory organizations: Letter 
from Robert J. Birnbaum, President, American Stock 
Exchange, Inc. (“Amex”) to George A. Fitzsimmons, 
Secretary, Securities and Exchange Commission, 
August 9, 1978; Letter from James E. Buck, Secretary, 
New York Stock Exchange, Inc. (“NYSE”) to George A. 
Fitzsimmons, Secretary, Securities and Exchange 
Commission, June 26, 1978; Letter from James E. 
Dowd, President, Boston Stock Exchange (“BSE”) to 
George A. Fitzsimmons, Secretary, Securities and 
Exchange Commission, September 27, 1978; Letter 
from Charles J. Henry, President, Pacific Stock 
Exchange, Inc. (“PSE”) to Andrew M. Klein, Director, 
Division of Market Regulation, October 23, 1978; Letter 
from Gordon §S. Macklin, President, National 
Association of Securities Dealers (“NASD”), to Andrew 
M. Klein, Director, Division of Market Regulation, 
November 3, 1978. 


The Commission has received the following written 
comments from interested broker-dealers and others: 
Letter from William M. Bannard, President, American 
Securities Corp., to Andrew M. Klein, Director, 
Division of Market Regulation, September 22, 1978; 
Letter from Bache Halsey Stuart Shields et a/. to 
George A. Fitzsimmons, Secretary, Securities and 
Exchange Company, August 1, 1978; Letter from 
Robert H.B. Baldwin, Chairman, Edward |. O’Brien, 
President, and Ralph D. DeNunzio, Chairman, National 
Market System Committee, Securities Industry 
Association, to George A. Fitzsimmons, Secretary, 
Securities and Exchange Commission, August 4, 1978; 
Letter from John F. Curley, Jr., President, Paine 
Webber Jackson & Curtis, Inc. to Andrew M. Klein, 
Director, Division of Market Regulation, October 3, 
1978; Letter from William A. Schreyer, President, 
Merrill Lynch, Pierce Fenner & Smith, Inc. (“Merrill 
Lynch”), to Andrew M. Klein, Director, Division of 
Market Regulation, November 8, 1978; and Letter from 
Donald E. Weeden, President, Weeden & Co., to 
Andrew M. Klein, Director, Division of Market 
Regulation, October 20, 1978. 


All written comments received are available for public 
inspection in the Commission’s public reference room, 
1100 “L” Street, N.W., Washington, D.C. 20549. 
Reference should be made to File No. SR-CSE-78-2. 
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had not yet been given an adequate trial period and that 
additional experience with the CSE System would 
assist in understanding the national market system 
implications of trading in the System. 


The NYSE and the Amex, in their comments, raised 
questions concerning the opportunity afforded CSE 
approved dealers to trade against their own retail order 
flow without exposing those orders to other buying or 
selling interest. The two exchanges contended that 
this “internalization” of order flow creates oppor- 
tunities for overreaching by CSE System participants, 
may lead to market fragmentation, and is otherwise 
inconsistent with national market system objectives. 
The BSE also expressed concern with respect to the 
potential for “internalization” posed by the CSE 
System. In addition, the NYSE and the Amex, in their 
comments, questioned the adequacy of surveillance of 
trading in the CSE System and the ability of that 
System to permit a reconstruction of the market (/.e., 
an “audit trail”) at any given point in time. 


lll. Discussion 


In its order initially approving the CSE System 
experiment, the Commission emphasized its responsi- 
bility to ensure the maintenance of a fair field of 
competition among brokers and dealers and among 
markets and to encourage initiatives of the securities 
industry to conduct experiments designed to further 
the national market system objectives of the Act. For 
those reasons, the Commission gave its _ initial 
authorization to the CSE System experiment and, for 
the same reasons, the Commission now approves the 
CSE’s proposal for a one-year extension of its 
experiment.11 The CSE System, in order to prove a 





101 etter from William M. Batten, Chairman, NYSE, to 
George A. Fitzsimmons, Secretary, Securities and 
Exchange Commission, October 30, 1978; Letter from 
Robert J. Birnbaum, President, Amex, to George A. 
Fitzsimmons, Secretary, Securities and Exchange 
Commission, October 27, 1978; Letter from William A. 
Schreyer, President, Merrill Lynch, to Andrew M. 
Klein, Director, Division of Market Regulation, October 
27, 1978. See File No. SR-CSE-78-2. 


1145 the Commission noted in its Apri! oraer 


... the opportunity to experiment and to 
add to the body of knowledge and under- 
standing of novel trading mechanisms and 
market linkages and of the interest of the 
industry in utilizing such a facility, and to 
assess the possible contribution of the CSE 
linkage . . . to the national market system, 


useful and instructive experiment, needs additional 
time to permit additional brokers and dealers who wish 
to participate in the pilot program an opportunity to do 
so. An extension of the CSE System for one year, 
should provide a more meaningful opportunity for 
participation in the experiment and for an appropriate 
assessment of trading securities in a computerized 
system and its relation to other markets. 


In approving the initial phase of the CSE System 
experiment, the Commission noted concern over the 
potential for internalization and market fragmentation 
posed by the CSE System, concerns which have been 
reiterated by the NYSE and the Amex in their 
comments on the proposed extension of the 
experiment. On the basis of the data available at this 
stage of the experiment, however, the Commission has 
not been able to discern any adverse impact upon the 
securities markets or upon investors with respect to 
securities traded in the CSE System. The Commission 
believes that an extension of the CSE experiment may 
permit greater participation in the CSE System! and 
provide additional data which may assist the 
Commission in analyzing trading in the System and the 
market structure implications, if any, of “internaliza- 
tion” which may occur in the System. Further, as the 
Commission has previously noted, the CSE System 
experiment appears to provide at least one means by 
which a linking of geeemeiiemty disparate securities 
markets can be achieved.13 


In addition, given the current dissemination of 
transaction and quotation information, the accessi- 
bility of the CSE System, and the communications 
linkage of exchange markets and upstairs market 
makers offered by the System, the Commission 
believes that the requested extension of the CSE 
System experiment poses no significant risk of harm to 
investors or to the maintenance of fair and orderly 
markets. In this connection, the Commission notes 
that brokers and dealers may obtain current and 
reliable market information concerning CSE System 
is worthy of further exploration. 





April Order at 3, 14 SEC Docket at 818. 


121n this regard, the Commission notes that the CSE 
has offered to provide CSE System terminals on the 
floors of the New York and Philadelphia Stock 
Exchanges, at CSE expense, in order to permit 
members on those floors to participate in the CSE 
experiment. 


13S¢ee, e.g., the April Order at 1-2 and 7, 14 SEC Docket 
at 818, 820. 


SEC DOCKET/513 





trading and may take this into account in their trading 
on the CSE or in another market. CSE System 
transactions are included in the consolidated 
transaction reporting system and CSE System 


quotations, in addition to their display on CSE 
terminals in the offices of CSE approved dealers and on 
the floors of the BSE, MSE ands PSE, are made 
available to vendors in accordance with the 
requirements of Securities Exchange Act Rule 11Ac11 
(17 CFR 240.11Ac1-1). Moreover, access to the CSE 
System under CSE Rule 9D3(Temporary), permitting 
direct and efficient interaction with bids and offers 
entered in the CSE System, is available to or through 
any CSE member, or may be obtained by or through 
any exchange specialist who makes a market in any 
security designated for trading in the System. 


With respect to the integrity of the trading process in 
the CSE System and adherence by participants to the 
rules governing trading in the CSE, the Commission 
believes that extension of the CSE experiment is 
consistent with the protection of investors and the 
public interest. The CSE, in July, 1978, retained an 
independent auditing firm to test the operation of the 
CSE System, particularly with respect to the price, 
time, and public agency order priorities of the System. 
The report of that firm concludes that the CSE System 
operates in a manner which “[a]dheres to the Rules of 
the Cincinnati Stock Exchange [and] [cJonforms to all 
substantial representations as to its capabilities.” 


Moreover, in its own monitoring of trading in the CSE 
System, and its review of reports and data submitted 
by the CSE, the Commission has found no reason to 
reach a different conclusion.15 In addition, the 
Commission through its monitoring efforts believes 
that daily computer print-outs by the CSE System 
provide sufficient information to enable the 
construction of an “audit trail” necessary for regulation 
and surveillance of trading in the CSE System. Finally, 
the CSE entered into an agreement with the NASD 
pursuant to which the NASD conducted an 
examination of CSE members acting as “upstairs” 
approved dealers in the System to determine 
compliance with applicable CSE rules. The NASD 
report, which the Commission has reviewed, presents 
no reason to find any significant risks to investor 


protection posed by an extension of the CSE System. 
The Commission does note, however, that the CSE and 
the NASD have not yet formalized any arrangement by 
which the NASD would continue regularly to conduct 
on-site examinations of CSE approved dealers. In the 
event the CSE decides to rely upon the NASD for the 
performance of these self-regulatory responsibilities 
during the extension period, the Commission would 
expect both parties to move expeditiously to formalize 
this arrangement. 


IV. Conclusion 


The Commission finds that the CSE proposal to extend 
authorization of the CSE System for an additional 
one-year period, until January 31, 1980, is consistent 
with the requirements of the Act, particularly the 
requirements of Sections 6(p) and 11A. In so 
approving, the Commission is mindful that a 
fundamental objective of the Act, as amended by the 
Securities Acts Amendments of 1975, is “to enhance 
competition and to allow economic forces, interacting 
within a fair regulatory field, to arrive at appropriate 
variations in practices and services.”'6 The 
Commission believes that the CSE System experiment 
represents one positive response to the Act’s mandate 
for the development of a national market system and to 
the Commission’s January 1978 statement! calling 
upon the securities industry to pursue particular 
facilities initiatives in furtherance of the national 
market system objectives of the Act. 


IT 1S THEREFORE ORDERED, pursuant to the 
Commission’s authority under the Act, and particularly 
Sections 11A and 19(b)(2) thereof, that the 
above-referenced rule change be, and it hereby is, 
approved. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








14Deloitte, Haskins & Sells, “Evaluation of the Multiple 
Dealer Trading Facility (Cincinnati/ NMS)” (November 
14, 1978) at p. 4. 


15The Commission is, of course, mindful that the very 
nature of the CSE System as a pilot program subject to 
Commission study and further Commission approval 
encourages compliance during the “pilot” period. 
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16Report of the Senate Committee on Banking, 
Housing and Urban Affairs to Accompany S. 249, 
Senate Report No. 94-75, 94th Cong., ist Sess. 8 
(1975). 


17Securities Exchange Act Release No. 14416 (January 
26, 1978), 43 FR 4354 (February 1, 1978). 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 15414/December 15, 1978 


In the Matter of 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, 
INC. 

1735 K Street, N.W. . 

Washington, D.C. 20006 


(File No. SR-NASD-78-12) 
ORDER APPROVING PROPOSED RULE CHANGE 


On September 25, 1978, the National Association of 
Securities Dealers, Inc. (“NASD” or “Association”) 
filed with the Commission, pursuant to Section 19(b) 
of the Securities Exchange Act of 1934 (the “Act”) and 
Rule 19b-4 thereunder, copies of a proposal (the 
“Proposal”) to impose a late fee on all NASDAQ sub- 
scribers whose payments of NASDAQ service charges 
are past due for 60 days or more. The late fee would be 
10% of such past due service charges. According to 
the NASD, the purpose of the Proposal is to cover the 
Association’s costs for the collection efforts required 
when NASDAQ subscribers fail to make timely pay- 
ment of fees. 


Notice of the Proposal, together with the terms of sub- 
stance thereof, was given by publication of a 
Commission Release (Securities Exchange Act 
Release No. 15258, October 20, 1978) and by publica- 
tion in the Federal Register (43 FR 50528, October 30, 
1978). 


The Commission finds that the Proposal is consistent 
with the requirements of the Act and the applicable 
rules and regulations thereunder, and, in particular, the 
requirements of Section 15A of the Act and the rules 
and regulations thereunder. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the Proposal be, and it hereby 
is, approved. 


For the Commission, by the Division of Market Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15415/December 18, 1978 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY THE AMERICAN STOCK EXCHANGE, INC. 


File No. SR-Amex-78-27 


The American Stock Exchange, Inc. submitted on 
November 24, 1978, a proposed rule change under Rule 
19b-4 to provide for an alternative method of collection 
of an increased exchange regulatory fee and to require 
registered clearing agencies collecting such fees to 
furnish necessary trade data to the exchange. 


Publication of the submission is expected to be made 
in the Federal Register during the week of December 
25, 1978. In order to assist the Commission to 
determine whether to approve the proposed rule 
change or institute proceedings to determine whether 
the proposed rule change should be disapproved. 
interested persons are invited to submit written data, 
views and arguments concerning the submission 
within 21 days from the date of publication in the 
Federal Register. Persons desiring to make written 
comments should file six copies thereof with the 
Secretary of the Commission, Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. 20549. Reference should be made to File No. 
SR-Amex-78-27. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the pro- 
posed rule change which are filed with the 
Commission, and of all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those which 
may be withheld from the public in accordance with the 
provisions of 5 U.S.C. § 552, will be available for 
inspection and copying at the Commission’s Public 
Reference Room, 1100 L Street, N.W., Washington, 
D.C. Copies of the filing and of any subsequent 
amendments will also be available at the principal 
office of the above-mentioned self-regulatory organi- 
zation. 


For the Commission, by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15416/December 19, 1978 
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SEE 


SECURITIES ACT OF 1933 
Release No. 6006/December 19, 1978 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 15419/December 19, 1978 


File No. SR-MSRB-78-16 


NOTICE OF FILING OF PROPOSED RULE CHANGES 
BY THE MUNICIPAL SECURITIES RULEMAKING 
BOARD AND ORDER APPROVING PROPOSED RULE 
CHANGES 


The Municipal Securities Rulemaking Board (the 
“MSRB”) submitted on December 8, 1978, proposed 
rule changes under Rule 19b-4 (17 CFR 240.19b-4) to 
extend the effective date for the examination require- 
ment in MSRB: rule G-3 for financial and operations 
principals from January 1, 1979 to April 1, 1979. In 
addition, the proposed amendments would amend rule 
G-3 to permit an associated person of a municipal 
securities broker or municipal securities dealer to 
retake the examination during this period even if the 
person has failed to pass the examination three times 
in succession. 


Interested persons are invited to submit written data, 
views, and arguments concerning the submission 
within 21 days from the date of this publication. 
Persons desiring to make written comments should file 
six copies thereof with the Secretary of the 
Commission, Securities and Exchange Commission, 
500 North Capitol Street, Washington, D.C. 20549. 
Reference should be made to File No. SR-MSRB-78-16. 


Copies of the submission and copies of all written 
statements with respect to the proposed rule change 
which are filed with the Commission and all written 
communications relating to the proposed rule change 
between the Commission and any person, other than 
those which may be withheld from the public in 
accordance with the provisions of Section 552 of Title 
5, United States Code, will be available for inspection 
and copying at the Securities and Exchange 
Commission’s Public Reference Room, 1100 L Street, 
N.W., Washington, D.C. Copies of the filing will also 
be available at the principal office of the above- 
mentioned self-regulatory organization. 


The Commission finds that the proposed rule change is 
consistent with the requirements of the Act and the 
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rules and regulations thereunder applicable to the 
Municipal Securities Rulemaking Board, and, in 
particular, the requirements of Section 15B. 


The Commission finds good cause for approving the 
proposed rule change prior to the thirtieth day after the 
date of publication of notice of filing thereof, in that 
persons are experiencing difficulty with the Municipal 


Securities Rulemaking Board financial and operations 
principal qualifying examination. In view of the 
approaching deadline of January 1, 1979 and the 
serious consequences for a securities firm if no 
associated person passes the examination within the 
prescribed time, the Commission believes that 
accelerated approval is appropriate. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the proposed rule change 
referenced above be, and it hereby is, approved. 


For the Commission, by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15420/December 20, 1978 


In the Matter of 


MERRILL LYNCH, PIERCE, FENNER & SMITH, INC., 
et al. 


The Commission announced that public administrative 
proceedings have been instituted with respect to 
Merrill Lynch, Pierce, Fenner & Smith, Inc. (‘“Regis- 
trant”), James A. Smith (“Smith”), and Michael J. 
Carroll (“Carroll”) pursuant to Sections 15(b) and 19(h) 
of the Securities Exchange Act of 1934 (“Exchange 
Act”) based upon the allegations of the Division of 
Enforcement that (1) Registrant and Carroll violated 
Section 10(b) of the Exchange Act and Rule 10b-5 
thereunder in connection with arbitrages of United 
States Treasury Notes (“Notes”) as more fully set forth 
below, and (2) Registrant and Smith failed to reason- 
ably supervise Carroll. 
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The Order for Proceedings alleges that Registrant and 
Carroll, a former registered representative of Regis- 
trant, violated the anti-fraud provisions of the 
Exchange Act by, among other things, failing to dis- 
close to customers the risks and costs of arbitrages in 
the Notes, and by Carroll’s issuing fictitious 
confirmations to conceal heavy losses. 


The Order further alleges that Registrant and Smith 
failed to reasonably supervise Carroll, a person under 
their supervision and control, with a view toward 
preventing the violations alleged above. 


Simultaneously with the institution of proceedings, the 
Commission accepted an offer of settlement submitted 
by Registrant and Smith. (See Exchange Act Release 
No. entitled Findings and Order Imposing Remedial 
Sanctions.) 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15421/December 20, 1978 


In the Matter of 


MERRILL LYNCH, PIERCE, FENNER & SMITH, INC., 
et al. 


FINDINGS AND ORDER IMPOSING REMEDIAL 
SANCTIONS 


In these proceedings under the Securities Exchange 
Act of 1934 (“Exchange Act”), Merrill Lynch, Pierce, 
Fenner & Smith, Inc. (“Registrant”), a registered 
broker-dealer, and James A. Smith (“Smith”), a vice- 
president of Registrant, have submitted an offer of 
settlement,’ which the Commission has determined to 
accept. Solely for the purpose of these proceedings 
and without admitting or denying the allegations con- 
tained in the Order for Proceedings, Registrant con- 
sents to the entry of findings2 of wilful violations and 





1The Order instituting proceedings was issued 
simultaneously with the Commission’s acceptance of 
their offer of settlement. 


2None of the findings are binding on any other party to 
this proceeding. 


Registrant and Smith each consent to the imposition of 
a censure, the entry of findings of a failure to super- 
vise, and the sanctions contained in this Order. 


Additionally, in its offer of settlement, Registrant con- 
sents to an undertaking to adopt and implement certain 
new procedures relating the opening, reviewing and 
handling of government securities accounts in its 
institutional offices. Smith consents to an undertaking 
to participate in a program of review with respect to 
transactions in United States government securities 
and the supervision of others engaged in such trans- 
actions. 


On the basis of the Order for Proceedings and Regis- 
trant’s and Smith’s offer of settlement, the 
Commission finds: 


1. Registrant wilfully violated Section 10(b) of the 
Exchange Act and Rule 10b-5 thereunder in connection 
with the purchase and sale of United States Treasury 
Notes. 


2. Registrant and Smith failed to reasonably super- 
vise a person under their supervision and control with a 
view toward preventing the violations as alleged in the 
Order for Proceedings. 


In view of the foregoing matters, it is in the public 
interest to impose the sanctions specified by 
Registrant and Smith in their offer of settlement. 


Accordingly, IT IS ORDERED that Registrant and Smith 
be, and hereby are, censured. 


IT IS FURTHER ORDERED that Registrant comply with 
its undertakings to institute and implement procedures 
applicable to each of its institutional sales offices such 
that: 


(1) blank Merrill Lynch Government Securities, Inc., 
(“GSI”) confirmations will no longer be available under 
any circumstances in any institutional sales offices; 


(2) the institutional office manager (or his delegate) 
must approve in writing all local fund transfers to 
customers in connection with GSI transactions; 


(3) the terms of any and all borrowing charges in 
connection with any arbitrage transaction in a GSI 
account shall be confirmed to the customer by mail not 
later than one business day after the execution of that 
customer's first arbitrage position; 
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(4) prior to establishing any opening arbitrage 


position in a GSI account, Registrant’s account 
executive must receive prior approval of the proposed 
trade from both the institutional office manager (or his 
delegate) and the executive vice-president of GSI (or 
his delegate); 


(5) reviews will be conducted by each institutional 
office of all GSI accounts on a monthly basis, provided 
that with the exception of accounts maintained by 
municipalities, reviews may be done quarterly 
depending upon the sophistication of the customer 
and level of trading activity. 


IT iS FURTHER ORDERED that Smith comply with his 
undertaking to participate in a program of review with 
respect to transactions in United States Treasury Notes 
and the supervision of others involved in such trans- 
actions. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15422/December 20, 1978 


File No. SR-DTC-78-15 


NOTICE OF EFFECTIVENESS OF A PROPOSED RULE 
CHANGE BY THE DEPOSITORY TRUST COMPANY 


The Depository Trust Company submitted, on 
December 11, 1978, a proposed rule change that 
imposes a fee on participants that transfer securities 
which are subject to a transfer fee imposed by the 
transfer agent. The fee is based on the overall cost to 
DTC of transferring securities issues for which transfer 
agents charge transfer fees. 


The rule change has become effective pursuant to 
Section 19(b)(3)(A) of the Securities Exchange Act of 


1934 and Rule 19b-4 thereunder. At any time within. 


sixty days of the filing of such proposed rule change, 
the Commission may summarily abrogate the rule 
change if it appears to the Commission that such 
action is necessary or appropriate in the public 
interest, for the protection of investors, or otherwise in 
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furtherance of the purposes of the Securities Exchange 
Act of 1934. 
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Publication of the submission is expected to be made 
in the Federal Register during the week of December 
25, 1978. Interested persons are invited to submit 
written data, views and arguments concerning the sub- 
mission within twenty-one days from the date of publi- 
cation in the Federal Register. Persons desiring to 
make written submissions should file six copies 
thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Reference 
should be made to File No. SR-DTC-78-15. 


Copies of the submission, with accompanying 
exhibits, and of all written comments will be available 
for public inspection at the Commission’s Public 
Reference Room, 1100 L Street, N.W., Washington, 
D.C. Copies of the filing will also be available at the 
principal office of the above-mentioned self-regulatory 
organization. 


For the Commission, by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20831/December 15, 1978 


In the Matter of 


BROCKTON EDISON COMPANY 
36 Main Street 
Brockton, Massachusetts 02403 


(70-6233) 


NOTICE OF PROPOSED EXTENSION OF EXISTING 
BORROWING BY SUBSIDIARY FROM A BANK, AND A 
PROPOSAL FOR A NEW BORROWING 


Q | 
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NOTICE IS HEREBY GIVEN that Brockton Edison. 


Company (“Brockton”), an electric utility subsidiary of 
Eastern Utilities Associates, a registered holding 
company, has filed an application-declaration pursuant 
to the Public Utility Holding Company Act of 1935 
(“Act”), designating Sections 6(b) and 12(c) of the Act 
and Rules 42(b)(2) and 50(a)(2) promulgated there- 
under as applicable to the proposed transaction. All 
interested persons are referred to the application- 
declaration, which is summarized below, for a 
complete statement of the proposed transactions. 


By order dated October 13, 1976 (HCAR No. 19713), 
this Commission authorized Brockton to purchase 
from its associate company Blackstone Valley Electric 
Company (“Blackstone”) all of the securities of its 
associate company Montaup Electric Company 
(“Montaup”) owned by Blackstone. As a part of the 
consideration for that purchase, Brockton assumed 
Blackstone’s obligations with respect to a $15,000,000 
borrowing which Blackstone had made from Citibank. 
The Montaup securities so purchased are pledged to 
Citibank to secure those obligations. The note 
evidencing those borrowings matures October 21, 
1979. 


Brockton now proposes to enter into an amendment to 
the loan agreement with Citibank, effecting modifica- 
‘tions whereby the borrowing will be payable in three 
installments of $5,000,000 each on December 1, 1984, 
June 1, 1985, and December 1, 1985. The interest rate 
for such loans shall be at a fluctuating interest rate 
equal to 109% of the higher of the base rate (the “‘Alter- 
nate base rate”) of Citibank on 90-day loans to 
substantial commercial borrowers in effect from time 
to time or to % of one percent above the latest three- 
week moving average interest rate payable on 90 to 119 
day dealer placed commercial paper. From January 1, 
1981, to but not including January 1, 1983, the interest 
rate shall be 111% of the Alternate base rate and there- 
after until payment in full the interest shall be 112% of 
the Alternate base rate. This new note will be repayable 
in whole or in part at any time without penalty. 


Brockton also proposes to enter into a Term Loan 
Agreement with Citibank providing, on an unsecured 
basis, an additional $5,000,000, such borrowing to 
mature June 1, 1984. The interest on such note shall be 
the same as the previously described secured note. The 
note will be pre-payable, in whole or in part not less 
than $500,000 at any time without penalty, and prepay- 
ments will be required under certain circumstances. 
The proposed Term Loan Agreement contains a 
representation by Citibank that it is acquiring the note 
in the ordinary commercial banking business and not 
with a view to the public distribution thereof. 


The proceeds of the $5,000,000 unsecured borrowing 
will be used by Brockton to prepay a short-term 
$4,000,000 indebtedness to Citibank, bearing interest 
at Citibank’s Base Rate and due March 1, 1979, and to 
prepay other short-term bank indebtedness. 


No commitment fee, closing fee or similar charge, and 
no compensating balance will be required in connec- 
tion with either of the transactions herein proposed. 
Assuming that the applicable basic rate used in each 
interest calculation is at all relevant times 10.75% per 
annum, the effective annual interest rate to be paid by 
Brockton will be (a) for the secured borrowing, 
11.7175% for the period from the date of the new note 
to but not including January 1, 1981, 11.9325% from 
January 1, 1981, to but not including January 1, 1983, 
and 12.04% thereafter, and (b) for the unsecured 
borrowing, 11.266% for the period from the date of the 
note to but not including January 1, 1980, 11.395% 
from January 1, 1980, to but not including January 1, 
1981, 11.5025% from January 1, 1981, to but not 
including January 1, 1983, and 11.7175% thereafter. 


It is stated that the Department of Public Utilities of the 
Commonwealth of Massachusetts has jurisdiction over 
the proposed transactions and that no other state 
commission, and no federal commission, other than 
this Commission, has jurisdiction over the proposed 
transactions. Any fees or expenses to be incurred in 
connection with the transactions will be supplied by 
amendment. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than January 8, 1979, request in 
writing that a hearing be held on such matter, stating 
the nature of his interest, the reasons for such request, 
and the issues of fact or law raised by said application- 
declaration which he desires to controvert; or he may 
request that he be notified if the Commission should 
order a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request should be served personally or by mail upon 
the applicant-declarant at the above-stated address 
and proof of service (by affidavit or, in case of an 
attorney at law, by certificate) should be filed with the 
request. At any time after said date, the application- 
declaration, as filed or as it may be amended, may be 
granted and permitted to become effective as provided 
in Rule 23 of the General Rules and Regulations 
promulgated under the Act, or the Commission may 
grant exemption from such rules as provided in Rules 
20(a) and 200 thereof or take such other action as it 
may deem appropriate. Persons who request a hearing 
or advice as to whether a hearing is ordered will receive 
any notices and orders issued in this matter, including 
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the date of the hearing (if ordered) and any postpone- 
ments thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20832/December 15, 1978 


LOUISIANA POWER AND LIGHT COMPANY 
142 Delaronde Street 
New Orleans, Louisiana 70174 


In the Matter of 


(70-6225) 


ORDER AUTHORIZING ISSUANCE AND SALE OF 
NOTES TO BANKS AND TO DEALER IN COMMERCIAL 
PAPER AND EXCEPTION FROM COMPETITIVE 
BIDDING 


Louisiana Power and Light Company (“Louisiana”), a 
public-utility subsidiary company of Middle South 
Utilities, Inc. (“Middle South”), a registered holding 
company, has filed an application and amendments 
thereto with this Commission pursuant to Sections 
6(a) and 7 of the Public Utility Holding Company Act of 
1935 (“Act”) and Rules 23, 50(a)(2), and 50(a)(5) 
promulgated thereunder as applicable to the following 
proposed transactions. 


Louisiana presently has in effect a program covering its 
interim financing requirements (bank borrowings and 
sales of commercial paper) through December 31, 
1978, as authorized by the Commission (HCAR No. 
19825). To cover its interim financing requirements 
through June 30, 1980, Louisiana proposes, from 


reborrow from one or more commercial banks and to 


issue and sell commercial paper to a dealer or broker in 
such securities in an aggregate principal amount not 
exceeding $120,000,000 outstanding at any one time. 


The proposed commercial bank loans would be 
evidenced by unsecured promissory notes of 
Louisiana, each to the order of the lending bank, 
maturing not later than June 30, 1980, and generally 
bearing interest at the prime rate in effect from time to 
time at certain New York banks. Such notes would be 
subject to prepayment in whole at any time or in part 
from time to time without penalty or premium. No 
borrowings from any of the lending banks under any 
extensions or renewals of such commitments will be 
made after June 30, 1980 or having a maturity date after 
June 30, 1980 without further authorization from the 
Commission on the basis of a further filing by 
Louisiana (the same being true with respect to 
borrowings by means of the sale of commercial paper 
of Louisiana). Set forth below are the respective 
maximum amounts which the banks participating in 
the bank loans have committed themselves to lend 
during the period through June 30, 1980: 


Maximum 


Bank Amount 


The Chase Manhattan Bank (National Association) 


New York, NY $54,000,000 
Irving Trust Company, New York, NY 12,000,000 
Manufacturers Hanover Trust Company, 

New York, NY 9,000,000 
Whitney National Bank of New Orleans, 

New Orleans, LA 8,000,000 
First National Bank of Louisville, 

Louisville, KY 8,000,000 
First National Bank of Commerce, 

New Orleans, LA 6,000,000 
Bank of Virginia, Richmond, VA 5,000,000 
Hibernia National Bank, New Orleans, LA 5,000,000 
Security Pacific National Bank, 

Los Angeles, CA 5,000,000 
National American Bank of New Orleans, 

New Orleans, LA 2,800,000 


The National Bank of Commerce in Jefferson 


Parish, New Orleans, LA 750,000 
time to time, to borrow from, pay, prepay and/or First State Bank & Trust Company, Bogalusa, 
LA 640,000 
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The Bank of New Orleans and Trust Company, 





New Orleans, LA 500,000 
Central Bank, Monroe, LA 500,000 
First National Bank of Jefferson Parish, 

Gretna, LA 400,000 
First National Bank of West Monroe, 

West Monroe, LA 400,000 
Assumption Bank & Trust Company, 

Napoleonville, LA 240,000 
Bastrop National Bank, Bastrop, LA 200,000 
American Bank & Trust Company in Monroe, 

Monroe, LA 100,000 
Bank of Louisiana in New Orleans, 

New Orleans, LA 100,000 
Guaranty Bank & Trust Company, Gretna, LA 100,000 
Metairie Bank & Trust Company, 

Metairie, LA 100,000 
Terrebonne Bank & Trust Company, 

Houma, LA 100,000 
Quachita National Bank, Monroe, LA 100,000 
Bank of the South, Gretna, LA 100,000 
First Guaranty Bank, Hammond, LA 75,000 
Franklin State Bank & Trust Company, 

Winnsboro, LA 50,000 
Winnsboro State Bank & Trust Company, 

Winnsboro, LA 50,000 
Bank of Morehouse, Bastrop, LA 25,000 
Citizens Bank & Trust Company, 

Thibodaux, LA 20,000 

$119,350,000 





Louisiana maintains accounts with the lending banks 
and, at September 30, 1978, balances in such accounts 
aggregated $2,543,432. Although the balances in some 
of these accounts may be deemed to be compensating 
balances, most of these bank accounts are working 
accounts and fluctuations in their balances do not 
reflect or depend upon fluctuations in the amount of 
bank loans outstanding. The minimum balances 
customarily maintained in such bank accounts aggre- 
gate $1,291,000. Louisiana believes that these 
balances are adequate as of this time. If minimum 
balances of 10% or 20% were required, the effective 
rate of interest would be, 12.22% and 13.75%, respec- 
tively, using the present prime rate of 11%. 


The commercial paper will be sold by Louisiana 
directly to Lehman Commercial Paper Incorporated 
(“Lehman”) in denominations of not less than $50,000 
or more than $1,000,000 at a discount which will not 
exceed the discount rate per annum prevailing at the 
respective dates of issuance for the particular maturi- 
ties involved for sales of prime commercial paper of 
comparable quality by public utility issuers to commer- 
cial paper dealers. The aggregate principal amount 
of its commercial paper that Louisiana will have 
outstanding at any one time will not exceed 
$75,000,000, and any borrowings effected by Louisiana 
over and above or in addition to $75,000,000, aggregate 
principal amount of such commercial paper at any one 
time outstanding will be effected solely by means of 
bank loans. The proposed commercial paper of Louisi- 
ana would be in the form of unsecured bearer notes 
maturing not longer than nine months after their 
respective dates of issuance. No other costs, fees, 
commissions or additional charges will be payable by 
Louisiana to Lehman in connection with the issuance 
and sale of such commercial paper. The commercial 
paper will not be prepayable prior to maturity. As 
principal, Lehman will initially reoffer the commercial 
paper at a discount rate no greate than 1/8th of 1% per 
annum less than the discount rate to Louisiana, to 
corporation and institutional investors from a list of 
not more than 200 such proposed offerees. 


Louisiana will not issue any of its commercial paper 
notes having a maturity of more than 90 days at an 
effective interest cost which exceeds the effective 
interest cost at which Louisiana could borrow from 
banks, and, in general, the nature of the borrowing or 
borrowings made at any particular time would be deter- 
mined on the basis of market conditions with a view 
toward obtaining borrowed funds at the lowest 
possible cost. 


The net proceeds of the borrowings herein proposed 
will be used, together with other funds available to 
Louisiana, for the construction of new facilities, for 
additions and improvements to present facilities, and 
for other corporate purposes. Louisiana’s construction 
program contemplates expenditures of approximately 
$257,500,000 in 1978, $269,000,000 in 1979, and 
$289,000,000 in 1980. 


Louisiana expects to effect permanent financing also 
during the period through June 30, 1980, and may use 
part of all of the proceeds of such permanent financing 
to pay or prepay commercial bank loans or to pay 
commercial paper. Louisiana states that it intends to 
retire all of the outstanding borrowings on or before 
June 30, 1980 from the proceeds of permanent 
financing. 
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Louisiana requests exception from the competitive 
bidding requirements of Rule 50 for the proposed issue 
and sale of its commercial paper pursuant to para- 
graphs (a)(2) or (a)(5) thereof. It is stated that it is not 
necessary or appropriate in the public interest or for 
the protection of investors or consumers to invite 
competitive bids for the commercial paper because 
such paper will have a maturity not in excess of nine 
months, and because current rates for commercial 
paper for such prime borrowers as Louisiana are 
published daily in financial publications. 


Louisiana also requests authority to file certificates 
under Rule 24 with respect to the issue and sale of 
commercial paper on a quarterly basis. 


No state commission and no federal commission, 
other than this Commission, has jurisdiction over the 
proposed transactions. The fees, commissions, and 
expenses to be incurred in connection with these 
transactions are estimated at $4,000 including legal 
fees not to exceed $2,000. 


Due notice of the filing of said application has been 
given in the manner prescribed in Rule 23 promulgated 
under the Act (HCAR No. 20780), and no hearing has 
been requested of or ordered by the Commission. Upon 
the basis of the facts in record, it is hereby found that 
the applicable standards of the Act and the rules there- 
under are satisfied and that no adverse findings are 
necessary; and that it is appropriate in the public 
interest and in the interest of investors and consumers 
that said application, as amended, be permitted to 
become effective: 


IT 1S ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application 
as amended, be, and it hereby is permitted to become 
effective forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20833/December 15, 1978 


In the Matter of 


THE CONNECTICUT LIGHT AND POWER COMPANY 


THE HARTFORD ELECTRIC LIGHT COMPANY 
Berlin, Connecticut 


WESTERN MASSACHUSETTS ELECTRIC COMPANY 
West Springfield, Massachusetts 


(70-6219) 


ORDER AUTHORIZING SALE AND LEASEBACK OF 
UTILITY ASSETS AND LEASE FINANCING AND 
RESERVATION OF JURISDICTION 


The Connecticut Light and Power Company (“CL&P”), 
Hartford Electric Light Company (“HELCO”), and 
Western Massachusetts Electric Company (“WMECO”) 
public-utility subsidiary companies of Northeast 
Utilities (“NU”), a registered holding company, have 
filed an application-declaration and amendments 
thereto with this Commission pursuant to Sections 
9(a), 10, and 12(d) of the Public Utility Holding 
Company Act of 1935 (“Act”) and Rule 44 promulgated 
thereunder regarding the following proposed trans- 
actions. The proposed transactions involve the sale 
and leaseback of certain utility assets consisting of 
land, builidngs, and equipment, and the lease 
financing of a new building and additions and improve- 
ments to existing buildings and equipment. 


It is proposed that the following facilities be sold to 
real estate subsidiaries of Interet Corporation, a 
nonaffiliated lease broker, (Interet Corporation and its 
subsidiaries are herein referred to as “Interet”) and 
simultaneously leased back: (a) The Tolland, 
Connecticut Service Center (“Tolland”) owned by CL&P 
consisting of a service center building, garage, and site 
improvements situated on 13.3 acres of land. The 
estimated fair market value of these facilities is 
$1,600,000. The original cost, including land, was 
$1,571,332, and the current book value is $1,471,774. 
The sale price of these facilities will be the book value. 
(b) The Convex dispatching building owned by CL&P 
located in Southington, Connecticut (“Convex”), 
consisting of a building situated on approximately 1 
acre of land. The estimated fair market value of this 
facility is $927,000. The original coSt, excluding land, 
was $546,927, and the current book value is $368,072. 
The sale price of these facilities will be the book value. 
The land will not be sold but will be leased by CL&P to 
Interet. (c) In addition, CL&P, HELCO, and WMECO, as 
owners of the Millstone nuclear plant site in Waterford, 
Connecticut, propose to lease a small parcel of land at 








@ ¢ 





») @ 


8 © 


the site to Interet, on which will be constructed a refuel 
outage building to be leased to such companies (“Mill- 
stone”). 


It is stated that the proposed transactions will enable 
the applicants-declarants to obtain necessary 
financing for the facilities on favorable terms in the 
light of existing conditions. The companies, with the 
exception of WMECO, are unable at the present time to 
sell first mortgage bonds and are limited in their ability 
to issue preferred stock because of inadequate 
coverage ratios. Lease financing therefore offers a 
favorable alternative for the long-term financing of 
needed new facilities at this time. 


The existing Tolland Service Center is being substan- 
tially renovated and expanded. It is estimated that the 
total cost of the addition to Tolland will not exceed 
$3,528,226 and the total amount to be financed by 
Interet will be not more than $5,000,000 (being the sum 
of the purchase price for the existing facilities and the 
total estimated cost of the addition). The Convex 
dispatching building houses all dispatch facilities and 
equipment for Convex, which is a satellite dispatching 
center of the New England Power Exchange. New 
computer equipment (including the AGC/SCADA 
system described below) is to be installed at Convex, 
and additional improvements to the building are neces- 
sary to accomodate the new equipment and otherwise 
improve the facility. Because the CL&P Southington 
property contains the Southington transmission 
substation as well as the Convex building, CL&P 
proposes to lease to Interet the land on which the 
Convex building is located at a nominal rent rather than 
sell any land with the building. The Ground Lease will 
be coterminous with the lease of the building to CL&P. 
It is estimated that the total cost of the addition to 
Convex will not exceed $931,923, and the total amount 
to be financed by Interet will be not more than 
$1,300,000 (being the sum of the purchase price of the 
existing facilities and the total estimated cost of the 
addition). 


Refueling operations at the Millstone site require the~ 
construction of a refuel outage building which is to be 
constructed on land leased to Interet by the applicants- 
declarants at a nominal rent. The Ground Lease will be 
coterminous with the lease of the building to the 
applicants-declarants. It is estimated that the total 
cost of the construction of the refuel outage building 
will not exceed $2,000,000, and the amount to be 
financed by Interet will not exceed this amount. 


In connection with such proposed transactions, the 
applicants-declarants will enter into Sale and Lease- 
back Agreements with Interet as lessor. The base term 


of the Tolland lease will be “net leases” in that the 
lessee will assume all costs of operating and 
maintaining the facilities, including the payment of 
property taxes and insurance. Pursuant to the decision 
of the Connecticut Public Utilities Control Authority, 
the companies will treat the lease payments as 
operating expenses pursuant to the addendum to APB 
Opinion #2 and will reflect the leases in a footnote 
disclosure in their statements of financial position with 
the lease payments as an expense in their income 
statements. In terms of annual interest charges, the 
average simple interest cost to the lessee embodied in 
the rentals will be approximately 9.75% per annum for 
Tolland, 9.80% per annum for Convex, and 10.01% per 
annum for Millstone. Interet will finance the acquisi- 
tion of the facilities through a first mortgage or 
mortgages on the facilities from institutional lenders. 


In addition to the foregoing, CL&P proposes to lease 
not more than $6,000,000 worth of the data processing 
equipment and software and accessory equipment 
(“System”) which will together comprise all or part of a 
new Automatic Generation Control/Supervisory 
Control and Data Acquisition (AGC/SCADA) system to 
be installed in the Convex dispatching building 
described above. The proposed transaction is being 
arranged by Interet Corporation. CL&P is to enter into a 
Participation Agreement with The Connecticut Bank 
and Trust Company, as Trustee (“Trustee”), Ford 
Motor Credit Company, and Manufacturers Detroit 
Leasing Company (“Equity Participants”) and Bankers 
Life Company (“Institutional Investor’). Pursuant to 
the Participation Agreement and prior to putting any 
part of the System into service, CL&P will either arange 
for the Trustee to acquire such part from the vendor or 
will itself purchase such part and resell it to the 
Trustee. The Trustee will hold legal title to the System 
for the benefit of the Equity Participants and the 
Institutional Investor pursuant to a Trust Agreement. 
When the System is delivered to and accepted by the 
Trustee, the Trustee will simultaneously lease back the 
System to CL&P pursuant to a Lease Agreement 
(“Lease”). The base term of the Lease will be eight 
years, which term will not exceed 75% of the estimated 
economic useful life of the System, with CL&P having 
aright either to purchase or to renew on a fair market or 
fair rental value basis. If CL&P neither purchases nor 
renews the Lease at the end of the base term, the 
System will be returned to the Trustee. The Lease will 
be a “net lease” in that CL&P will assume all costs of 
operating and maintaining the System, including the 
payment of property taxes and insurance. It is stated 
that the AGC/SCADA system lease does not meet any 
of the FASB-13 tests for capitalized leases and that, 
therefore, it will be accounted for by CL&P as an 
Operating lease and will not appear on its balance 
sheet. The lease rentals will be treated as an operating 
expense for ratemaking purposes. 
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The Trustee will finance its acquisition of the System 
through a combination of an investment of approxi- 
mately 25% of the Trustee’s cost by the Equity Partici- 
pants and of an issuance of secured notes to the 
Institutional Investor at an interest rate of not more 
than 9.5% per annum in an amount equal to approxi- 
mately 75% of the Trustee’s cost. The rental payments 
are premised upon the availability of certain tax 
benefits to the Equity Participants. In the event that 
such tax benefits prove to be unavailable, the Lease 
rentals will be adjusted. Such adjustments could, in 
the aggregate, increase the effective interest cost up to 
a maximum of 10% per annum. 


CL&P believes that net lease approach is the most 
reasonable and least expensive method now available 
to it for the acquisition of the System. It is estimated 
that the annual cost to CL&P to purchase the System 
by conventional methods would be approximately 12% 
as opposed to approximately 8% for the rental charge. 


The Connecticut Public Utilities Control Authority has 
authorized the foregoing proposed real estate trans- 
actions but has not yet acted with respect to the 
proposed equipment transactions. Accordingly, juris- 
diction will be reserved herein over said equipment 
transactions as to which the record is not yet 
complete. No other state or federal commission, other 
than this Commission, has jurisdiction over the 
proposed transactions. 


Due notice of the filing and of said application- 
declaration has been given in the manner prescribed in 
Rule 23 promulgated under the Act (HCAR No. 20785), 
and no hearing has been requested of or ordered by the 
Commission. Upon the basis of the facts in the record, 
it is hereby found that the applicable standards of the 
Act and the rules thereunder are satisfied and that no 
adverse findings are necessary; and that it is appro- 
priate in the public interest and in the interest of 
investors and consumers that said application- 
declaration, as amended, be granted and permitted to 
become effective except with respect to the trans- 
actions as to which the record is not yet complete: 


IT iS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application- 
declaration, as amended, be, and it hereby is, granted 
and permitted to become effective forthwith except 
with respect to the transactions as to which the record 
is not yet complete, subject to the terms and 
conditions prescribed in Rule 24 promulgated under 
the Act. 


IT IS FURTHER ORDERED that jurisdiction be, and it 
hereby is, reserved over the proposed equipment trans- 
actions, as to which the record is not yet complete. 
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For the Commission, by the Division of Corporate 


Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20834/December 18, 1978 


In the Matter of 


NEW ENGLAND ELECTRIC SYSTEM 
Westborough, Massachusetts 


(70-5750) 


ORDER EXTENDING EXISTING AUTHORIZATION OF 
BANK BORROWING BY HOLDING COMPANY 


New England Electric System (“NEES”), a registered 
holding company, has filed with this Commission a 
post-effective amendment to its declaration previously 
filed and amended in this matter, pursuant to Sections 
6(a) and 7 of the Public Utility Holding Company Act of 
1935 (“Act”) and Rule 50 promulgated thereunder 
regarding the following proposed transaction. 


By order dated December 1, 1975 (HCAR No. 19272), 
issued in this proceeding, NEES was authorized to 
issue or renew notes of a maturity less than one year 
evidencing short-term bank borrowings provided that 
the aggregate principal amount of such notes 
outstanding at any one time would not exceed 
$25,000,000. 


By supplemental order dated May 23, 1977 (HCAR No. 
20047), issued in this proceeding, NEES’s borrowing 
authority was extended until December 21, 1978 and 
the authorized amount of borrowing was increased 
from $25,000,000 to $52,500,000 subject to certain 
conditions stated in the order. 


By post-effective amendment filed in this proceeding it 
is now proposed that the borrowing authority of NEES 
be extended until December 31, 1979, and that it be 
permitted to issue short-term notes to banks up to a 
maximum aggregate amount outstanding at any time 
not to exceed $25,000,000. 


Although no formal commitments have been made, 
NEES expects such borrowings will be effected from 
among the following banks: 
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Bank of America, North America Division $ 500,000 
New York, N.Y. 
Brown Brothers, Harriman and Company, 


Boston, Massachusetts 500,000 
Continental illinois National Bank and 
Trust Company, Chicago, Illinois 4,500,000 


Chase Manhattan Bank, N.A., New ¥ork, N.Y. 4,500,000 


Chemical Bank, New York, N.Y. 500,000 
Citibank, N.A., New York, N.Y. 4,500,000 
Irving Trust Company, New York, N.Y. 4,500,000 
Manufacturers Hanover Trust, New York, 

N.Y. 500,000 
Morgan Guaranty Trust Company, 

New York, N.Y. 4,500,000 
The First National Bank of Chicago, 

Chicago, Illinois 500,000 

$25,000,000 


**The amounts that NEES may borrow from a 
particular bank, may be increased or decreased. but at 
no time will the aggregate amount of short-term 
borrowings from all banks exceed the authorization 
requested. 


NEES expects to make a capital contribution to its 
subsidiary, New England Power Company (NEP), in 
December 1978 in the amount of $30 million. This 
transaction is the subject of a separate filing with the 
Commission. Another subsidiary, New England Energy 
Incorporated (NEEI), is completing arrangements for a 
bank credit agreement under which it proposes to 
borrow approximately $25 million in the fourth quarter 
of 1978, and use the proceeds to pay subordinated 
notes outstanding to NEES. This transaction by NEEI 
will likewise be the subject of a further filing with the 
Commission. The extension of NEES’s authority to 
borrow from banks is requested in order to assure that 
NEES will be in a position (1) to make the capital 
contribution to NEP; and (2) to continue to make loans 
to NEEI in furtherance of its exploration for and 
development and production of fuel for use in System 
companies on a timely basis, in the event that consum- 
mation of NEEI’s bank financing should be delayed. 


No state commission and no federal commission, 
other than thisCommission, has jurisdiction over the 
proposed transaction. There are no fees or expenses to 
be incurred with the proposed transaction. 


Due notice of the filing of said post-effective amend- 
ment to the declaration, as amended, has been given in 
the manner prescribed in Rule 23 promulgated under 
the Act (HCAR No. 20766), and no hearing has been 
requested of or ordered by the Commission. Upon the 
basis of the facts in the record, it is hereby found that 


the applicable standards of the Act and rules there- 
under are satisfied and that no adverse findings are 
necessary; and that it is appropriate in the public 
interest and in the interest of investors and consumers 
that the declaration, as further amended by said post- 
effective amendment, become effective: 


IT iS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said declaration, 
as further amended by said post-effective amendment 
be, and it hereby is, permitted to become effective 
forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20835/December 18, 1978 


In the Matter of 


VERMONT YANKEE NUCLEAR POWER CORP. 
77 Grove Street 


Rutland, Vermont 05701 


(70-6247) 


NOTICE OF PROPOSED AMENDMENT OF FIRST 
MORTGAGE INDENTURE 


NOTICE IS HEREBY GIVEN that Vermont Yankee 
Nuclear Power Corporation (“Vermont Yankee”), an 
indirect electric utility subsidiary of both New England 
Electric System and Northeast Utilities, registered 
holding companies, has filed with this Commission a 
declaration pursuant to the Public Utility Holding 
Company Act of 1935 (“Act”), designating Sections 
6(a), 7 and 12(e) of the Act and Rules 62 and 65 promul- 
gated thereunder as applicable to the proposed trans- 
action. All interested persons are referred to the 
declaration. which is summarized below, for a 
complete statement of the proposed transaction. 
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Vermont Yankee proposes to amend its first mortgage 
indenture (“Indenture”) dated as of October 1, 1970, as 
heretofore amended and supplemented by supple- 
mental indentures dated as of March 1, 1971, October 
1, 1971, July 13, 1972, August 1, 1972, and January 15, 
1973, between it and Chemical Bank, successor 
Trustee, which Indenture secures its first mortgage 
bonds (“Bonds”) of the following series and amounts: 
$80,000,000 Series A, 9 5/8%, due 1998; $15,000,000 
Series B, 812%, due 1998; and $20,000,000 Series C, 
7.70% due 1998. 


The proposed amendment would modify Section 6.17 
of the Indenture, which section presently restricts the 
types of business activities in which declarant may 
engage, so as to permit Vermont Yankee to engage in a 
wider variety of uranium procurement activities. Such 
modified section would read as follows (the underlined 
words being the added language): 


Section 6.17. Limitation on Business of the Com- 
pany. The Company will not engage in any business 
other than constructing, owning and operating the Unit 
(including additions and improvements thereto), the 
sale of electricity generated by the Unit to one or more 
of the Utility Companies, the sale of by-product 
materials and services from the operation of the Unit, 
participating in ventures to acquire mineral interests, 
to explore for natural uranium, to mine and process 
natural uranium to produce fuel which can be utilized 
in nuclear electric generating facilities, or to deal in 
uranium thus acquired in all such stages of 
processing, and, in connection with and incidental to 
the operation of the Unit (and additions and improve- 
ments thereto), the conduct of research into and the 
development of processes for the generation of 
electricity from nuclear or atomic energy or from steam 
or other energy produced as a result of nuclear or 
atomic fission. The Company will not have any sub- 
sidiary company” as defined in Section (2)(a)(8)(A) of 
the Public Utility Holding Company Act of 1935. 


It is stated that the purpose of the proposed 
amendment is to provide declarant with greater flexibi- 
lity in selecting its fuel procurement methods. Vermont 
Yankee operates a 540 MW nuclear-powered generating 
plant which has been in service since November 30, 
1972, and requires approximately 260,000 pounds of 
uranium (U30g) annually. The plant’s U30g needs have 
been contracted for through 1981, and declarant has a 
long-term contract to purchase U30g to be extracted 
from phosphoric acid which will provide about 20% of 
its anticipated needs after 1981. The market for 
uranium to fuel commercial nuclear reactors has 
undergone dramatic changes in recent years. The price 
has substantially increased since 1973, and this trend 
is expected to continue into the foreseeable future, 
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although at a slower rate. Declarant states that 
entering the uranium supply field in order to assure a 
future supply of uranium and to reduce its ultimate 
cost exposure merits serious consideration and may 
constitute a more efficient and less expensive way to 
assure an adequate uranium supply. The methods of 
entering the uranium supply field include joint ventures 
with other established companies to finance the 
expansion of existing mines, develop known reserves 
or explore for new deposits as well as the formation of 
new entities, either alone or with other reactor owners, 
to explore for, develop and mine uranium deposits. 


The proposed Indenture amendment requires the 
consent of the holders of 6674 % in aggregate principal 
amount of the Bonds outstanding (as of November 1, 
1978, there were $89,877,000 aggregate principal 
amount of Bonds outstanding, so the amendment 
would require the consent of the holders of $59,921 ,000 
aggregate principal amount). Declarant proposes to 
solicit the consent of Bondholders by mailing to each a 
letter, solicitation statement and consent, which 
mailing will be followed by oral solicitation of certain 
Bondholders and brokers by officers or other regular 
employees of Vermont Yankee. 


Any entry by declarant into the uranium supply field is 
subject to the authorization of this Commission, which 
authorization is not being sought at the present time. 


The fees and expenses to be incurred in connection 
with the proposed transaction will be supplied by 
amendment. It is stated that no state commission and 
no federal commission, other than this Commission, 
has jurisdiction over the proposed transaction. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than January 11, 1979, request in 
writing that a hearing be held on such matter, stating 
the nature of his interest, the reasons for such request, 
and the issues of fact or law raised by said declaration 
which he desires to controvert; or he may request that 
he be notified if the Commission should order a 
hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request should be served personally or by mail upon 
the declarant at the above-stated address, and proof of 
service (by affidavit, or in case of an attorney at law, by 
certificate) should be filed with the request. At any 
time after said date the declaration, as filed or as it may 
be amended, may be permitted to become effective as 
provided in Rule 23 of the General Rules and Regula- 
tions promulgated under the Act, or the Commission 
may grant exemption from such rules as provided in 
Rules 20(a) and 100 thereof or take such other action as 
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it may deem appropriate. Persons who request a 
hearing or advice as to whether a hearing is ordered will 
receive any notices and orders issued in this matter, 
including the date of the hearing (if ordered) and any 
postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20836/December 19, 1978 


SEE 


SECURITIES ACT OF 1933 
Release No. 6006/December 19, 1978 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20837/December 19, 1978 


SEE 


SECURITIES EXCHANGE ACT OF 1933 
Release No. 6007/December 19, 1978 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20838/December 19, 1978 


SEE 


SECURITIES ACT OF 1933 
Release No. 6008/December 19, 1978 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20840/December 20, 1978 


In the Matter of 


ERIE MINING COMPANY 

c/o Pickands, Mather & Company 
1100 Superior Avenue 

Cleveland, Ohio 44114 


(31-765) 


NOTICE OF APPLICATION FOR EXEMPTION 
PURSUANT TO SECTION 2(a)(3)(A) 


NOTICE IS HEREBY GIVEN that Erie Mining Company 
(“Erie”), an electric utility company, has filed an 
application for exemption on behalf of itself and any 
successor to substantialy all of its assets and 
business, pursuant to Section 2(a)(3)(A) of the Public 
Utility Holding Company Act of 1935 (“Act”). All 
interested persons are referred to the application, 
which is summarized below, for a complete description 
of Erie and of its request for exemption. 


Erie, a Minnesota corporation, is engaged in the 
mining and beneficiating of iron ore derived from 
mining operations in Minnesota. The capital stock of 
Erie is owned by four United States corporations which 
take all of the iron ore produced by Erie. The stock- 
holders of Erie and their applicable ownership percen- 
tages are as follows: 


Name of Stockholder Percentage of Stock Ownership 
Bethlehem Steel Corporation 45% 
Youngstown Sheet and Tube Company 35% 
Interlake, Inc. 10% 


Stelco Coal Company (a wholly-owned subsidiary 
of the Steel Company of Canada, Limited, a 
Canadian Corporation) 10% 


In 1977, Erie produced and delivered to its parent 
companies iron ore pellets with a gross market value of 
$138,115,750. 


In connection with its mining and beneficiation opera- 
tions, Erie owns and operates various electric utility 
facilities, including three generator units with a 
capacity of 75,000 kilowatts each and approximately 75 
miles of 138 k.v. transmission lines. It is stated that 
these facilities were constructed by Erie to supply its 
own power needs. Any surplus power generated by Erie 
is sold to Minnesota Power & Light Company 
(“MP&L”), a Minnesota electric utility company, 
pursuant to an interchange agreement with MP&L. The 
agreement permits Erie to deliver surplus power to 
MP&L at MP&L’s Aurora substation or, alternatively, to 
receive power in addition to that generated by its own 
facilities. The power is delivered for the emergency use 
of the party receiving the power or to permit such part 
to overhaul or repair any of its generation or trans- 
mission facilities. It is stated that Erie and MP&L have 
sought to balance power exchanges out to zero on an 
annual basis, and since 1973 have treated the deliveries 
as exchanges rather than as purchases and sales. 


SEC DOCKET/527 





During the period 1973-1977, the amount of power 
delivered by Erie to MP&L averaged 4.4% of its total 
output. The gross deliveries of power to MP&L in that 
period would have averaged less than .6% of the Erie’s 
gross revenues per year, had such deliveries of power 
been treated as sales at the agreed power exchange 
rate. Net deliveries of power to MP&L occurred in 1974 
and 1976 only and, if treated as sales at the agreement 
rate, would be valued at $13,482 and $584,982, 
respectively. 


The application states that Erie and its parent corpora- 
tions are planning to transfer all of Erie’s assets, 
property and business to a successor company, which 
will assume all of Erie’s obligations and liabilities. It is 
presently contemplated that the successor will be 
organized as a limited partnership under Minnesota 
law, and that the general partners will be wholly-owned 
subsidiaries of the present parent stockholders. The 
present stockholders will continue to purchase all of 
the iron ore produced by the successor company. 


Under Section 2(a)(3)(A) of the Act, the Commission 
may declare a company owning electric utility facilities 
not to be an “electric utility company if it finds that 
“such company is primarily engaged in one or more 
businesses other than the business of an electric utility 
company, and by reason of the small amount of 
electric energy sold by such company it is not 
necessary in the public interest or for the protection of 
investors or consumers that such company be 
considered an electric utility company.” Rule 10(a)(1) 
of the rules under the Act exempts from the duties and 
obligations imposed upon a “holding company,” as 
defined in Section 2(a)(7) of the Act, any company 
which has as a subsidiary a company declared not to 
be an electric utility company declared not to be an 
electric utility company pursuant to Section 2(a)(3). 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than January 10, 1979, request in 
writing that a hearing be held on such matter, stating 
the nature of his interest, the reasons for such request, 
and the issues of fact or law raised by the application 
which he desires to controvert; or he may request that 
he be notified if the Commission should order a 
hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request should be served personally or by mail upon 
the applicant at the above-stated address, and proof of 
service (by affidavit or, in case of an attorney at law, by 
certificate) should be filed with the request. At any 
time after said date, the application, as filed or as 
it may be amended, may be granted in the manner 
provided in Rule 23 of the General Rules and Regula- 
tions promulgated under the Act, or the Commission 
may take such other action as it may deem appropriate. 
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Persons who request a hearing or advice as to whether 
a hearing is ordered will receive any notices or orders 
issued in this matter, including notice of the date of 
the hearing (if ordered) and any postponements 
thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20841/December 20, 1978 


In the Matter of 


MIDDLE SOUTH UTILITIES, INC. 
New Orleans, Louisiana 


ARKANSAS-MISSOURI POWER COMPANY 
Blytheville, Arkansas 


(70-5936) 


SECOND SUPPLEMENTAL ORDER AUTHORIZING 
ISSUANCE AND SALE OF SHORT-TERM NOTES BY 
SUBSIDIARY COMPANY AND ACQUISITION THERE- 
OF BY HOLDING COMPANY 


Arkansas-Missouri Power Company (“Ark-Mo”), a 
subsidiary company of Middle South Utilities, Inc. 
(“Middle South”), a registered holding company, and 
Middle South have filed with this Commission a 
second post-effective amendment to the application- 
declaration in this proceeding pursuant to Sections 
6(a), 7, 9(a), and 10 of the Public Utility Holding 
Company Act of 1935 (“Act”) regarding the following 
proposed transactions. 


By orders in this proceeding dated December 28, 1976, 
and December 29, 1977 (HCAR Nos 19826 and 20349), 
Ark-Mo was authorized to issue and sell to Middle 
South from time to time through December 31, 1978, 
and Middle South was authorized to acquire, up to 
$2,100,000 of Ark-Mo’s unsecured short-term promis- 
sory notes of a maturity of not more than twelve 
months. Presently, $2,100,000 of such notes are 
outstanding, with a maturity of December 31, 1978. 
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Ark-Mo now proposes to extend such $2,100,000 of 
short-term borrowings for one year. The proposed 
notes will be in the form of unsecured promissory 
notes payable not more than twelve months from the 
date of issuance (and in any event maturing not later 
than December 31, 1979) and will bear interest at a rate 
per annum equivalent to % of 1% above the commer- 
cial loan rate in effect at Manufacturers Hanover Trust 
Company from time to time. The notes will, at the 
option of Ark-Mo, be prepayable in whole or in part at 
any time without premium or penalty. The net proceeds 
to be received by Ark-Mo from the issuance and sale of 
the notes proposed will be applied to the payment at 
maturity of Ark-Mo’s presently outstanding borrowings 
from Middle South. It is stated that Ark-Mo presently 
intends to repay the notes from the proceeds of 
permanent financing or from funds otherwise available 
to Ark-Mo from its operation. 


No state commission and no federal commission, 
other than this Commission, has jurisdiction over the 
proposed transactions. 


Due notice of the filing of said post-effective amend- 
ment to the application-declaration has been given in 
the manner prescribed in Rule 23 promulgated under 
the Act (HCAR No. 20788), and no hearing has been 
requested of or ordered by the Commission. Upon the 
basis of the facts in the record, it is hereby found that 
the applicable standards of the Act and the rules there- 
under are satisfied and that no adverse findings are 
necessary; and that it is appropriate in the public 
interest and in the interest of investors and consumers 
that said application-declaration, as amended by said 
post-effective amendment, be granted and permitted to 
become effective: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereuner, that said application- 
declaration, as amended by said post-effective amend- 
ment, be, and it hereby is, granted and permitted to 
become effective forthwith, subject to the terms and 
conditions prescribed in Rule 24 promulgated under 
the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 10529/December 15, 1978 


In the Matter of 


SECURITY BENEFIT LIFE INSURANCE COMPANY 


and 


SBL VARIABLE ANNUITY ACCOUNT II 
700 Harrison Street 
Topeka, KS 66636 


(812-4376) 


NOTICE OF APPLICATION PURSUANT TO SECTION 
11 TO PERMIT OFFERS OF EXCHANGE AND PUR- 
SUANT TO SECTION 6(c) OF THE ACT FOR 
EXEMPTIONS FROM SECTIONS 26(a) AND 27(c)(2) OF 
THE ACT 


NOTICE IS HEREBY GIVEN that Security Benefit Life 
Insurance Company (“SBL”), a mutual life insurance 
company organized under the laws of the State of 
Kansas, and SBL Variable Annuity Account II 
(“VAA-II”), a unit investment trust registered under the 
Investment Company Act of 1940 (“Act”) (hereinafter 
called “Applicants”), have filed an application on 
October 16, 1978, and an amendment thereto on 
December 11, 1978, pursuant to Section 11 of the Act 
for an order permitting offers of exchange and pursuant 
to Section 6(c) of the Act exempting Applicants from 
Sections 26(a) and 27(c)(2) of the Act, to the extent 
noted below. All interested persons are referred to the 
application and amendment on file with the 
Commission for a statement of the representations 
contained therein, which are summarized below. 


VAA-II was established by SBL on August 2, 1977. 
VAA-II contracts (“Variable Contracts”) are designed 
for personal use and for use with plans and trusts not 
qualifying under the Internal Revenue Code for tax- 
benefited treatment. The Variable Contract owner 
makes payments to SBL, and after deduction of sales 
and administrative expenses, the balance of such pay- 
ments are allocated to VAA-II. Payments allocated to 
VAA-II are invested in shares of SBL Fund, Inc., an 
open-end diversified management investment com- 
pany which issues its elect Series A (a diversified port- 
folio of common stocks), Series B (a portfolio seeking 
income with secondary emphasis on capital appreci- 
ation), or Series C (a portfolio seeking to preserve 
capital while generating interest income). 


SEC DOCKET/529 





Section 11 


Section 11(a) of the Act provides, in effect, that it shall 
be unlawful for any registered open-end investment 
company or any principal underwriter for such 
company to make or cause to be made an offer to the 
holder of a security of such company or of any other 
open-end investment company, to exchange his 
security for a security in the same or another company 
on any basis other than the relative net asset values of 
the respective securities to be exchanged, unless the 
terms of the offer have first been submitted to and 
approved by the Commission. Section 11(c) provides 
that irrespective of the basis of exchange, the 
provisions of subsection (a) of Section 11 shall be 
applicable to any type of offer of exchange of the 
securities of registered unit investment trusts for the 
securities of any other investment company. 


Net purchase payments received pursuant to the 
Variable Contracts will be allocated to VAA-Ii and 
invested as designated in shares of Series A, Series B, 
or Series C of SBL Fund, Inc. It is proposed that 
owners of any one of the three series of Variable Con- 
tracts will have the right to exchange all or any part of 
their units for units of any of the other two series of 
Variable Contracts at any time during the accumulation 
period, but not more often than once every 30 days with 
one additional election permitted within not less than 
30 days prior to the maturity date of the Variable Con- 
tract. VAA-II will not make an additional sales charge 
with respect to the proposed exchange of units of one 
series of Variable Contract to another during the 
accumulation period since the price described in the 
Prospectus of VAA-IIl with respect to the Variable 
Contract has already been paid. It is intended, how- 
ever, that an administrative fee of $10.00 per exchange 
will be assessed against the new units for all 
exchanges other than the first such exchange per- 
mitted not less than 30 days prior to the maturity date. 
All such exchanges will be on the basis of the relative 
net asset value of the units which are equal to the net 
asset values of their underlying SBL Fund shares, with 
an adjustment for the administrative fee if applicable. 


It is also proposed that the owners of one of the three 
series of Variable Contracts will have the right to elect 
to exchange all or any part of their units for units of 
either of the other two series at any time after Variable 
Contract annuity payments have commenced, but not 
more often than once each calendar year. 


Any such exchange would not be permitted during the 
five-day interval prior to and including any annuity pay- 
ment date. VAA-Il does not intend to make an 
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additional sales charge with respect to the proposed 
exchanges after commencement of annuity payments, 
and all such exchanges will be on the basis of the 
relative net asset values of the units which are equal to 
the net asset values of the underlying SBL Fund 
shares. No administrative fee will be charged on 
exchanges after the commencement of annuity pay- 
ments. 


It is submitted that the proposed exchanges during the 
accumulation period and after commencement of 
annuity payments will provide Variable Contract 
owners with the opportunity to choose between the 
shares of the underlying series of SBL Fund, which 
have different investment objectives. This will provide 
Variable Contract owners with increased flexibility to 
change their retirement programs as their needs and 
circumstances change from time to time, without 
additional sales charge and in some instances without 
any administrative charge. 


An order is therefore requested under Section 11 of the 
Act permitting offers of exchange as above described. 


Sections 26(a) and 27(c)(2) 


Section 27(c)(2) of the Act prohibits a registered invest- 
ment company, or a depositor or underwriter for such 
company, from selling periodic payment plan certifi- 
cates unless the proceeds of all payments, other than 
the sales load, are deposited with a trustee or a 
custodian having the qualifications prescribed in 
Section 26(a)(1) and held under an indenture or agree- 
ment containing, in substance, the provisions required 
by Sections 26(a)(2) and 26(a)(3) of the Act for a unit 
investment trust. Section 26(a)(2) requires the trustee 
or custodian to segregate and hold in trust all 
securities and cash of the trust, places certain 
restrictions on charges which may be made against the 
trust income and corpus, and excludes from expenses 
which the trustee or custodian may charge against the 
trust any payments to the depositor or principal under- 
writer other than a fee, not exceeding such reasonable 
amount as the commission may prescribe, for 
providing bookkeeping and other administrative 
services delegated to them by the trustee or custodian. 
Section 26(a)(3) governs the circumstances under 
which the trustee or custodian may resign. 


Applicants request an exemption from the provisions 
of Sections 26(a) and 27(c)(2) so that the proceeds of 
all payments under the Variable Contracts may be held 
by SBL rather than by a custodian or trustee as 
required under the Act and so that VAA-IIl may be 
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administered directly by SBL in the manner described 
in VAA-Il prospectus. SBL, as a life insurance 
company, must retain ownership of and control of the 
disposition of its property under Kansas law. Appli- 
cants represent that the custodianship is unnecessary 
in this instance because of the manner in which the 
Variable Contracts will be administered and extensive 
state regulation of SBL. Net purchase payments under 
the Variable Contracts will be invested only in shares of 
SBL Fund, whose assets are held by a custodian 
meeting the requirements of Section 26(a) of the Act. 
The ownership of Fund shares by VAA-II will be held in 
an open account so that such ownership will only be 
indicated on the books of the Fund and VAA-Il and will 
not be evidenced by transferable stock certificates. 
SBL is subject to extensive supervision and control by 
the Kansas Commissioner of Insurance and the 
Insurance Commissioners of each state in which the 
Variable Contracts are sold. Under Kansas law and the 
terms of the Variable Contracts, the assets of VAA-lII 
are not chargeable with liabilities arising out of any 
other business conducted by SBL. Obligations arising 
under the Variable Contracts are legally binding obli- 
gations of SBL. SBL has combined capital and surplus 
in excess of $450 million, and its officers and 
employees are covered by a fidelity bond in the amount 
of $2,000,000. For these various reasons, Applicants 
assert that such existing regulation of SBL affords sub- 
Stantially the same protection contemplated by the 
provisions of Section 26(a) and Section 27(c)(2) of the 
Act and such existing regulation assures that all obli- 
gations under the Contracts issued by VAA-II will be 
performed. 


Applicants have consented that the requested 
exemption from Sections 26(a) and 27(c)(2) be subject 
to the conditions (1) that the charges to investors for 
administrative services shall not exceed such reason- 
able amounts as the Commission may prescribe, juris- 
diction being reserved to the Commission for such 
purpose, and (2) that the payment of sums and charges 
out of the assets of VAA-II shall not be deemed to be 
exempted from regulation by the Commission by 
reason of the requested order, provided that Applicants 
consent to this condition shall not be deemed to be a 
concession to the Commission of authority to regulate 
the payment of sums and charges out of such assets 
other than charges for administrative services, and 
Applicants reserve the right, in any proceeding before 
the Commission or in any suit or action in any court, to 
assert that the Commission has no authority to 
regulate the payment of such other sums and charges. 


Section 6(c) 


Section 6(c) of the Act provides, in part, that the 
Commission may conditionally or unconditionally 


exempt any person, security or transaction of any, class 
or classes of persons, securities or transactions, from 
any provisions of the Act or of any rule or regulation 
under the Act, if and to the extent that such exemption 
is necessary or appropriate in the public interest and 
consistent with the protection of investors and the 


purposes fairly intended by the policy and provisions 
of the Act. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than January 9, 1979, at 5:30 
p.m., submit to the Commission in writing a request 
for a hearing on the matter accompanied by a state- 
ment as to the nature of his interest, the reason for 
such request and the issues, if any, of fact or law pro- 
posed to be controverted, or he may request that he be 
notified if the Commission shall order a hearing 
thereon. Any such communication should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request shall be served personally or by mail upon the 
Applicants at the address stated above. Proof of 
such service (by affidavit or, in the case of an attorney- 
at-law, by certificate) shall be filed contemporaneously 
with the request. At any time after said date, as 
provided by Rule 0-5 of the Rules and Regulations 
promulgated under the Act, an order disposing of the 
application herein may be issued by the Commission 
upon the basis of the information stated in said appli- 
cation unless an order for hearing upon said 
application shall be issued upon request or upon the 
Commission’s own motion. Persons who request a 
hearing, or advice as to whether a hearing is ordered, 
will receive notice of further developments in this 
matter, including the date of the hearing (if ordered) 
and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10530/December 19, 1978 


SEE 


SECURITIES ACT OF 1933 
Release No. 6006/December 19, 1978 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 10531/December 19, 1978 


SEE 


SECURITIES ACT OF 1933 
Reiease No. 6007/December 19, 1978 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10532/December 19, 1978 


SEE 


SECURITIES ACT OF 1933 
Release No. 6008/December 19, 1978 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10533/December 18, 1978 


In the Matter of 
MUNICIPAL EXEMPT TRUST, NEW YORK 


EXEMPT SERIES 1 AND OTHER STATE, 


NATIONAL. SIMILAR AND SUBSEQUENT SERIES 
c/o Glickenhaus & Co. 

522 Fifth Avenue 

New York, New York 10036 


(812-4389) 


NOTICE OF FILING OF APPLICATION PURSUANT TO 
SECTION 6(c) OF THE ACT FOR AN ORDER 
GRANTING EXEMPTION FROM THE PROVISIONS OF 
SECTION 22(d) OF THE ACT. 


NOTICE IS HEREBY GIVEN that Municipal Exempt 
Trust, New York Exempt Series 1 and Other State, 
National, Similar and Subsequent Series (“Fund”), a 
unit investment trust registered under the Investment 
Company Act of 1940 (the ‘“‘Act”), filed an application 
on November 7, 1978, and amendments thereto on 
December 6, 1978, and December 15, 1978, pursuant to 
Section 6(c) of the Act for an order of the Commission 
exempting the Fund from the provisions of Section 
22(d) of the Act to the extent necessary to permit the 
investment pursuant to an automatic accumulation 
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account of income and capital gains distributions 
made to unitholders of a predecessor series of the 
Fund into units of a subsequent series of the Fund, or 
into units of a previously formed series which have 
been purchased in the secondary market, at a reduced 
sales charge. All interested persons are referred to the 
application on file with the Commission for a state- 
ment of the representations contained therein, which 
are summarized below. 


The Fund is composed of a series of similar but 
separate trusts (each such Trust herein called a “Trust” 
and collectively called the “Trusts”). The Fund is 
sponsored by Glickenhaus & Co. It registered with the 
Commission under the Act as a unit investment trust 
on May 23, 1978, and has commenced distribution of 
Fund units pursuant to a series of registration state- 
ments under the Securities Act of 1933 which have 
been declared effective. 


The Fund states that the objectives of each Trust are 
tax-exempt income and conservation of capital through 
an investment in a diversified portfolio of municipal 
bonds. The Securities deposited in the initial three 
Series were long-term bonds, issued primarily on 
behalf of the State of New York and counties, 
municipalities, authorities or political subdivisions 
thereof or issued by certain United States territories or 
possessions or the public authorities thereof. It is 
anticipated that subsequent Series may contain bonds 
of other states, counties, territories, possessions and 
municipalities of the United States and authorities or 
political subdivisions thereof. Any Series which is 
comprised of more than one Trust may contain Trusts 
with portfolios selected on different bases. 


Interest and principal received by each Trust will be 
distributed on each monthly or semi-annual distri- 
bution date on a pro rata basis to unitholders of record 
as of the preceding record date as specified in the Trust 
Agreement. The unitholder selects the distribution 
plan for his units. The distribution dates for the Trusts 
are the first day of each month for the monthly plan and 
June 1 and December 1 for the semi-annual plan. All 
distributions will be net of applicable expenses and 
funds required for the redemption of units. 


The Sponsor proposes to offer an automatic reinvest- 
ment program entitled the Automatic Accumulation 
Account (the “Account”) to unitholders of the various 
present and future Series of the Fund. The Account will 
be described in printed matter to be distributed to 
current unitholders and inserted in the current 
prospectus for each Trust being hereinafter offered. 
The Account will operate in the following manner. 
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Unitholders of the Fund (except Texas residents) who 
select the semi-annual distribution plan will have the 
option to automatically reinvest both interest income 
earned on his units, and principal, if any, distributed in 
connection with such units. Under the Account, a 
semi-annual unitholder may elect to have all regular 
semi-annual interest and principal distributions with 
respect to his units reinvested either in units of various 
series of the Fund which will have been created shortly 
before each semi-annual Payment Date (a “Primary 
Series”) or, if units of a Primary Series are not avail- 
able, in units of a previously formed series of the Fund 
which have been repurchased by the Sponsor in the 
secondary market (a “Secondary Series”). (Primary 
Series and Secondary Series are hereafter collectively 
referred to as “Reinvestment Series”.) The first interest 
distribution to semi-annual unitholders cannot be 
reinvested unless the Account is operating on the date 
of such semi-annual interest distributions (the 
“Account Reinvestment Dates”). 


Under the Account (subject to compliance with appli- 
cable blue sky laws), fractional units (“Account Units”) 
will be purchased from the Sponsor at a price equal to 
the aggregate offering price per Unit of the debt obli- 
gations in the Reinvestment Series portfolio, plus a 
sales charge equal to 3.627% of the net amount 
invested in the debt obligations in the Reinvestment 
Series portfolio (the “Reinvestment Price per Account 
Unit”) or 342% of the Reinvestment Price per Account 
Unit, plus accrued interest. All Account Units will be 
sold at this reduced sales charge of 34%2% in 
comparison to the 412% sales charge for primary and 
secondary purchases of units in any series of the Fund. 
Participants in the Account will have the opportunity to 
designate, in the Authorization Form for the Account, 
the name of a broker to whom the Sponsor will allocate 
a sales commission of 112% per Account Unit, payable 
out of the 342% sales charge. Under the Account, the 
entire amount of a participant’s income and principal 
distributions will be reinvested in whole or fractional 
Account Units, such fractional Account Units to be 
calculated to four or five decimal places. 


A semi-annual unitholder may join the Account at the 
time he invests in units of the Fund or any time there- 
after by delivering to the Fund’s Trustee (Bradford 
Trust Company) an Authorization Form which is avail- 
able from brokers, any Underwriter of the units or the 
Sponsor. In order that distributions may be reinvested 
on a particular Account Reinvestment Date, the 
Authorization Form must be received by the Trustee 
not later than the 15th day of the month preceding such 
date. Authorization Forms not received in time for a 
particular Account Reinvestment Date will be valid only 
for the second succeeding Account Reinvestment 


Date. Similarly, a participant may withdraw from the 
Account at any time by notifying the Trustee in the 
manner set forth below. However, if written confirma- 
tion of withdrawal is not given to the Trustee prior toa 
particular semi-annual distribution the participant will 
be deemed to have elected to participate in the Account 
with respect to that particular distribution and his with- 
drawal will become effective for the next succeeding 
distribution. 


Once delivered to the Trustee, an Authorization Form 
will constitute a valid election to participate in the 
Account with respect to units purchased in the Fund 
(and with respect to Account Units purchased with the 
distributions from units purchased in the Fund) for 
each subsequent distribution as long as the unithoider 
continues to participate in the Account. However, if a 
Reinvestment Series should materially differ from the 
Trust in the opinion of the Sponsor, the authorization 
will be voided and participants will be provided both a 
notice of the material change and a new Authorization 
Form which would have to be returned to the Trustee 
before the unitholder would again be able to participate 
in the Account. The Sponsor anticipates that a material 
difference which would result ina voided authorization 
would include such facts as (i) the inclusion of bonds 
in the Reinvestment Series portfolio the interest 
income on which was not in the opinion of counsel to 
the issuer exempt from all Federal income tax or (ii) the 
inclusion of debt obligations in the Reinvestment 
Series portfolio which were not rated “A” or better by 
Standard & Poor’s Corporation or Moody’s Investors 
Service, Inc. or had, in the opinion of the Sponsor, 
similar credit characteristics, on the date such debt 
obligations were initially deposited in the Reinvest- 
ment Series portfolio and on the date of purchase for 
reinvestment. 


The Sponsor has the option at any time to use units of 
a Secondary Series to fulfill the requirements of the 
Account in the event units of a Primary Series are not 
available either because a Primary Series is not then in 
existence or because the registration statement 
relating thereto is not declared effective in sufficient 
time to distribute final prospectuses to Account 
participants (see below). There is no assurance that the 
quality and diversification of the bonds in any 
Reinvestment Series or the estimated current return 
thereon will be similar to that of the Trust in which the 
Account participant originally invested. However, if a 
unitholder purchases units of a Trust which is 
comprised of bonds of only one state and such unit- 
holder joins the Account, his reinvestment purchases 
will only be in units of Trusts of such state, unless he 
requests otherwise. 
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it is the Sponsor's intention that units in each 
Reinvestment Series will be offered on or about each 
semi-annual Record Date for determining who is 
eligible to receive distributions on the related Payment 
Date. Such Record Dates are May 15 and November 15 
of each year. The Sponsor will send a current 
prospectus relating to the Reinvestment Series being 
offered for a particular Account Reinvestment Date 
along with a letter which reminds each participant that 
Account Units are being purchased for him as part of 
the Account unless he notifies the Trustee in writing by 
that Account Reinvestment Date that he no longer 
wishes to participate in the Account. The Sponsor 
intends to provide participants with such current 
prospectus at least two weeks prior to the related 
Account Reinvestment Date in order that participants 
have enough time to review such prospectus. In the 
event a Primary Series has not been declared effective 
in sufficient time to distribute a final prospectus 
relating thereto and there is no Secondary Series as to 
which a registration statement is currently effective, it 
is the Sponsor’s intention to suspend the Account and 
distribute to each participant his regular semi-annual 
distribution in cash. If the Account is so suspended, it 
will resume in effect with the next Account Reinvest- 
ment Date assuming units of a Reinvestment Series are 
then being offered. 


To aid a participant who might desire to withdraw 
either from the Account or from a particular distri- 
bution, the Trustee has established a toll free 
telephone number for participants to use for notifi- 
cation of withdrawal, which must be confirmed in 
writing prior to the Account Reinvestment Date (see 
below). Should the Trustee be so notified, it will make 
the appropriate cash disbursement. Unless the with- 
drawing participant specifically indicates in his written 
confirmation that (a) he wishes to withdraw from the 
Account for that particular distribution only, or (b) he 
wishes to withdraw from the Account for less than all 
units of each series of Fund which he might then own 
(and specifically identifies which series are to continue 
in the Account), he will be deemed to have withdrawn 
completely from the Account in all respects. Once a 
participant withdraws completely, he will only be 
allowed to again participate in the Account by sub- 
mitting a new Authorization Form. A sale or 
redemption of a portion of a participant’s Account 
Units will not constitute a withdrawal from the Account 
with respect to the remaining Account Units owned by 
such participant. 


Unless a unitholder notifies the Trustee in writing to 
the contrary, any unitholder who has acquired Account 
Units will be deemed to have elected the semi-annual 
plan of distribution and to participate in the Account 
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with respect to distributions made in connection with 
such Account Units. A participant who subsequently 
desires to have distributions made with respect to 
Account Units delivered to him in cash may withdraw 
from the Account with respect to such Units and 
remain in the Account with respect to units acquired 
other than through the Account. Assuming a 
participant has his distributions made with respect to 
Account Units reinvested, all such distributions will be 
accumulated with distributions generated from the 
units of the Fund used to purchase such additional 
Account Units. In addition, if a person owns units in 
more than one Series of the Fund and has elected to 
participate in the Account with respect to one or more 
such Series, all distributions with respect to the Series 
for which such election has been made will be 
aggregated for purposes of making reinvestment 
purchases under the Account. Even if interest income 
and principal distributions should be reinvested, they 
will still be treated as distributions for income tax 
purposes. 


Participants in the Account will not receive individual 
certificates for their Account Units unless the amount 
of Account Units accumulated for a particular 
Reinvestment Series represents $1,000 principal 
amount of bonds underlying such units and, in such 
case a written request for certificates is made to the 
Trustee. All Account Units will be accounted for by the 
Trustee on a book entry system. Each time Account 
Units are purchased under the Account, a participant 
will receive a confirmation stating his cost, number of 
units purchased and current return. Questions 
regarding a participant’s statement should be directed 
to the Trustee at a toll free telephone number to be 
established. 


All expenses relating to the operation of the Account 
will be borne by the Sponsor. Both the Sponsor and the 
Trustee reserve the right to suspend, modify or 
terminate the Account at any time for any reason, 
including the right to suspend the Account if the 
Sponsor is unable or unwilling to establish a Primary 
Series or is unable to provide Secondary Series units. 
All participants will receive notice of any such 
suspension, modification or termination. 


Section 22(d) of the Act provides, in pertinent part, that 
no registered investment company shall sell any 
redeemable security issued by it except to or through a 
principal underwriter for distribution or at a current 
public offering price described in the prospectus, and, 
if such class of security is being currently offered to 
the public by or through an underwriter, no principal 
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underwriter of such security and no dealer shall sell 
any such security to any person, except a dealer, a 
principal underwriter or the issuer except at a current 
public offering price described in the prospectus. Ruls 
22d-1 under the Act permits certain variations in sales 
load, none of which it is alleged are applicable to the 
proposed Account. ° 


In support of its request, the Fund asserts that it 
believes that there is little or no additional sales cost 
that could be allocated to the purchase of 
Reinvestment Units by such persons through reinvest- 
ment of distributions from the Trusts. Accordingly, the 
Fund believes that such investors, rather than the 
Sponsor, should receive the benefit of lower sales cost 
to the Sponsor through reinvestments at the public 
offering price rather than payment of a sales charge. 


The Fund also asserts that reducing the sales charge 
on the sale of Reinvestment Units is warranted because 
of related cost savings. The Fund states that the 
customary 412% sales charge is attributable basically 
to brokerage efforts to make the initial customer 
solicitation, to ascertain the customer's financial 
requirements and to counsel him on the Fund’s 
specific product. The fund represents that each 
Reinvestment Series will be substantially similar to the 
Trusts into which an Account participant initially pur- 
chased with the exception of the composition of the 
bond portfolio and certain portfolio related informa- 
tion. Consequently, the support for that portion of the 
sales charge attributable to counselling the participant 
on the Fund’s product is reduced, as is the selling 
component relating to initial solicitations. It is the 
Fund’s belief that cost savings related thereto should 
be passed on to the Account participants. 


However, the Fund states tinat an Account participant 
may seek professional advice with respect to partici- 
pation in any particular Reinvestment Series, and thus 
a reduced sales charge for such financial services is 
warranted. It is the Fund’s belief that a charge of 12% 
of the net asset value of the underlying bonds in each 
Reinvestment Series is a reasonable and justifiable 
expense to be allocated to the soliciting broker for his 
professional assistance in connection with each 
Reinvestment Series. The Fund argues that this 112% 
sales charge compares favorably to the 442% charge 
which is currently allocated to underwriters in the sale 
of units of each Series of the Fund in the primary distri- 
bution. 


The Fund also states that in addition to the foregoing, 
implementation of the Account will create certain 
special costs which reasonably should he borne by the 
Account participants. It is the Sponsor's belief that the 
special out-of-pocket expenses related to the Account 
(including such items as (a) maintaining separate 
Trustee records on participants, (b) mailing, shipping 
and miscellaneous delivery charges, (c) maintaining a 
toll free telephone number with knowledgeable 
operators, and (d) separate printing charges) will 
amount to at least 1% per $1,000 unit. Finally, prior 
experience indicates that the normal out-of-pocket 
costs for establishing each Series of the Fund approxi- 
mates 1% of the underlying net asset value of the 
Fund’s portfolio. The Fund argues that because 
Account participants will have units purchased on their 
behalf in each Reinvestment Series prior to any offer to 
the general public, it is reasonable and justifiable that 
any purchases made under the Account should bear 
the allocable costs of establishing the Reinvestment 
Series. Thus, the Sponsor submits that a sales charge 
of 3%% of underlying net asset value is warranted in 
that such charges should cover expenses related to the 
creation and sale of units under the Account and yet 
give participants an opportunity to share in cost 
savings. 


Section 6(c) of the Act provides, in pertinent part, that 
the Commission may, upon application, conditionally 
or unconditionally, exempt any person, security, or 
transaction, or any class or classes of persons, 
securities, or transactions from any provision of the 
Act or of any rule or regulation under the Act, if and to 
the extent that such exemption is necessary or 
appropriate in the public interest and consistent with 
the protection of investors and the purposes fairly 
intended by the policy and provisions of the Act. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than January 8, 1979, at 5:30 
p.m., submit to the Commission in writing a request 
for a hearing on the application accompanied by a 
statement as to the nature of his interest, the reasons 
for such request and the issues, if any, of fact or law 
proposed to be controverted, or he may request that he 
be notified if the Commission should order a hearing 
thereon. Any such communication should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A Copy of such 
request shall be served personally or by mail upon the 
Fund at the address stated above. Proof of such 
service (by affidavit, or in the case of an attorney-at- 
law, by certificate) shall be filed contemporaneously 
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with the request. As provided by Rule 0-5 of the Rules 
and Regulations promulgated under the Act, an order 
disposing of the application herein will be issued as of 
course following said date unless the Commission 
thereafter orders a hearing upon request or upon the 
Commission’s own motion. Persons who request a 
hearing, or advice as to whether a hearing is ordered, 
will receive any notices and orders issued in this 
matter, including the date of the hearing (if ordered) 
and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





The Complaint alleged that since about 1969, MDC 
engaged in an undisclosed course of business whereby 
in connection with the procurement and/or 
maintenance of its foreign business it made: (1) pay- 
ments of approximately $4.6 million to government 
officials and officials of government owned airlines; (2) 
payments of approximately $3.7 million to airline 
officials, and (3) commission payments of approxi- 
mately $7.3 million which were made without 
accounting procedures and controls sufficient to 
ensure that such payments were actually made for the 
purpose indicated and that any services rendered were 
commensurate with amounts paid. In addition, the 
Complaint alleged that since at least 1969, MDC 
utilized commission and consultant contracts 
designed to facilitate the payment of money into 
accounts maintained by persons outside their home 
countries in order to, among other things, facilitate the 
avoidance of tax and currency control laws of their 
home countries. 
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Litigation Release No. 8920/December 15, 1978 


SECURITIES AND EXCHANGE COMMISSION v. 
MCDONNEL DOUGLAS CORP. Civil Action No. 


536/SEC DOCKET 


78-2353 (United States District Court for the District of 
Columbia) 


The Securities and Exchange Commissin announced 
that yesterday it filed a civil injunctive action in the 
United States District Court for the District of 
Columbia seeking to enjoin McDonnell Douglas Corp. 
(“MDC”) from further violations of Sections 10(b) (anti- 
fraud), 13(a)(reporting) and 14(a)(proxy) of the 
Securities Exchange Act of 1934 (“Exchange Act”) and 
various rules thereunder. 


A judgment of permanent injunction, which was con- 
sented to by MDC, without admitting or denying the 
allegations in the complaint, was entered today by 
Judge Aubrey Robinson, Jr. MDC has filed with the 
Commission a report on Form 8-K which describes in 
greater detail certain of the transactions referred to in 
the Complaint. 


Furthermore, the Complaint alleged that MDC 
furthered this course of business by concealing these 
payments through inaccurate entries on MDC’s books 
and records and by filing and disseminating certain 
annual and quarterly reports and proxy solicitation 
materials which failed to disclose certain matters 
relating to these payments. 


The settlement of these matters requires, among other 
things, that a Special Review Committee review the 
adequacy and accuracy of the disclosure contained in 
the Form 8-K report described above and investigate 
further certain matters alleged in the Complaint 
including, but not limited to, management involvement 
in these activities, commissions and other payments in 
Japan, Iran & Kuwait, and all commissions and other 
payments from July 1, 1975 to the present. At the con- 
clusion of this investigation, MDC has agreed to file a 
report of its investigation with the Commission and the 
Court. 
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Release No. 257/December 19, 1978 


SEE 
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Release No. 6006/December 19, 1978 
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